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PREFACE 


AND SUGGESTIONS TO THE TEACHER 

The study of economics will generally bring to the 
student his first introduction to the social sciences. In 
entering this new field of study both teacher and stu- 
dent will encounter certain peculiar difficulties, of which 
three are worthy of special mention, (i) Economics, 
though the oldest of tlie social sciences, is much younger 
than the so-called natural’^ sciences. It has not pro- 
gressed so far as the latter in the determination of prin- 
ciples and the standardization of terminology. There 
are still some important questions of definition and 
principle upon which there is disagreement among the 
economists themselves. (2) In the study of economics 
the method of experiment is generally not available. 
Simple experiments, which test fundamental principles 
by application to everyday phenomena, smooth the path 
and excite the interest of the beginner in the study of 
physics, chemistry, or biology. In economics, however, 
on account of the nature of its subject matter, such 
experiments can seldom be used. ‘ (3) Economics suffers 
more than the natural sciences from the fact that most 
of the ideas and terms with which it deals are in daily 
use by everybody. Popular use is generally loose and 
inaccurate, Avhile at the same time the student^s familiar- 
Jty vvith economic terms, such asnwealth, money, capital,""" 
value, etc., often induces him to think he already knows 
all about these things. Economics has, at the very outset, 
the difficult task of giving precision to the loosely used 
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terms of everyday conversation and disabusing the stu- 
dent’s mind of many preconceived fallacies. 

The sole purpose of this book is to aid the beginner 
in acquiring clear and dependable knowledge of the 
important facts and the fundamental principles of the 
science of economics, to the end that he may be able 
to adapt himself intelligently to his economic environ- 
ment and to face the economic problems of life with 
intelligence, self-reliance, and the zest of broad interest. 
With this end in view, the author has been guided by 
the following rules: 

(1) The treatment has been made strictly scientific. 
The aim is to state the facts and explain them, to tell 
the truth. There is no propaganda. There is no attempt 

to show how things ought to be. The word .‘iought ” isA 

|ipt in the vocabulary of scienc^^^^^ It is believed that 
the teacher will have no serious difficulty in guiding the 
student who goes carefully through these pages to a 
realization of this essential character of all science. The 
student will readily see that before he can say how things 
ought to be he must know how things are and why they 
are. 

(2) Precise definitions are given for all technical terms, 
and the use of such terms strictly as defined is consistent 
throughout the book. The technical terms of economics 
are generally in common, everyday use, and the definitions 
in this book have been made to agree as closely as possible 
with popular usage. But since popular usage is always 
more or less vague and inaccurate, exact agreement is not 
possible, and the teacher will always have to insist upon 
the rigid precision in definition which science requires. 

(3) The essential facts- and the fundamental principles 
are stated in the simplest and clearest language possible. 

(4) In developing the principles of economics constant 
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reference is made to the practical facts of the student^s 
e\'er}'Cia}’ life and to the simpler business problems with 
which it may be assumed he is fairly familiar. It is this 
continual correlation of principles and facts which has to 
take the place of experiment in the social sciences. The 
author has sought to avoid the two extremes of abstract 
theory and the cataloguing of mere facts. Principles are 
useful only as they explain the facts. Facts are 
interesting only as they illustrate and demonstrate prim 
ciples. This rule should be used to guide the classroom 
discussion and to excite the student to make his own 
applications of economic principles to everyday facts. 

(s) The study is confined to fundamentals, upon which 
the science of economics has attained substantial agree- 
ment. On the frontier of every science are to be found 
problems whose solution requires further investigation, 
questions upon which there is disagreement among the 
authorities. Such topics do not belong in an elementary 
treatise. Discussion of the ^^pros and cons” of contro- * 
versial questions has been awiHed in this book. The 
purpose is to give the student a foundation of fact and 
principle upon which he can rely, and from which he 
can form his own judgments upon such controversial 
questions as he may later be called upon to face. 

(6) In certain chapters liberal use has been made of 
schedules and graphs and mathematical illustrations. 
Students sometimes get the idea that such matters are 
especially difficult. This is a superficial view. Many of 
the principles of economics can be clearly stated and 
explained only by the aid of these devices. The student 
who progresses through- this Hook --will find no mathe--- 
matical or graphic demonstrations more difficult than are 
met by the beginner in arithmetic, algebra, or plane 
geometry. There is nothing here more difficult or com- 
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plicated than the actual problems which are sure to arise 

early in any business career. 

(7) The problems at the end of each chapter are for 
the threefold purpose of (a) clarifying and fixing^ the 
principles studied, (&) giving vitality to the principles 
studied by applying them in the field of everyday expe- 
rience, and (c) training the student in economic reasoning. 
These problems are illustrative rather than comprehen- 
sive. The teacher can modify them almost without hmit 
or can construct other similar problems. The student 
also can be asked to construct problems for himself. 

(8) The references to other books are not intended to 
furnish a complete bibliography. For that, reference 
should be made to more advanced texts or special trea- 
tises or the catalogue of a good library. The references 
here are to standard books which may generally be 
found in the average school or city hbrary. 

The author makes grateful acknowledgment of assist- 
ance rendered by his colleagues in the Economics 
Department of Yale University. In particular. Professor 
Edgar S. Furniss read the entire manuscript critically 
and made numerous constructive suggestions, besides 
preparing many of the problems. Professor Irvmg Fisher, 
Professor Adolph H. Armbruster, Professor W. L. Grum, 
and Mr. John D. Hauslein have given the author the ad- 
vantage of their special knowledge. Others who gave help 
through the medium of the graduate seminar in economics 
are Professor R. B. W^esterfield, Professor H. G. Hayes 
(now of Ohio State University), and Dr. Norman S. 
Buck. The author’s father, Professor A. B. Fairchild, 
has read the manuscrip;t and contributed many helpful 
criticisms and suggestions. 
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PART I. FOUNDATIONS OF THE SCIENCE 
OF ECONOMICS 

CHAPTER I 

WHAT IS ECONOMICS? ' 

Man is kept busy making liis living.^^ — If a stranger 
from another planet were to visit this world, he probably 
would notice with some astonishment how busy the in- 
habitants are. He would see men, women, and children 
hustling about at something or other, all day long. If our 
visitor made inquiries, he would learn that ahnost every- 
body is busy “ making his living, or getting ready to 
make his living. If he followed up this discovery, he 
would find himself face to face mtli some of the great 
truths about human life on the earth. In fact he would 
be at the threshold of the study of economics. 

Man wants more than necessities. — Making one^s 
living does not mean simply keeping alive. One of the 
most remarkable things about human beings is that they 
are never satisfied with the mere necessities of life. A 
horse or a cow that has plenty of food and comfortable 
shelter has no further wants to be satisfied. Not so with 
men and women. Of course they must have the necessi- 
ties — food, clothing, and shelter from the weather. With- 
out these things they would die. But these are just the 
beginning of the things that human beings want. When 
we think of food, we do not think so much of escaping 
starvation, as of the enjoyment of eating. So we crave 
variety of food and fancy dishes. A glance at ahnost 
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any family’s dinner table or at the tables in a restaurant 
S show that eating is a good deal more than a mean 
of merely keeping ahve. Of course the first pu^ 
clothing is to cover and protect the body. But if tin 
all we cared for, what would become of the fine clothing 
stores and shoe stores, the expensive tailors, dressmakeis 
and milliners? We wear elaborate and <^^^Tensive clothes 
because we like to make a good appearance and atln-ct the 
favorable attention of our friends. The 
are not mere shelters from the ^^^^her A walk alon a 
residence street of any village or city in the ^ed Shates 
or among the farmhouses of the country, mil show hoM 
far our homes excel the rude huts which would sumce to 
keep us alive. Inside our houses are furniture pictures, 
and a multitude of things, nine tenths of which are not 
necessities of Hfe at all. In fact most of us ^ake the necessi- 
ties for granted and are apt to give them httle though^ 
People realize this when they go camping and 
little they actually need when they “ lead the simple life^ 
No limit to human wants. — There is no Imiit to t 
wants of man. Any particular want may be quickly satis- 
fied. It takes only a little food to satisfy hunger, only a 
little clothing to keep the body warm. But just as soon as 
one want is satisfied, others appear. We want handsome 
clothes and ornaments to satisfy our vanity. We want 
to live in fine houses. We love beautiful thmgs, and so 
want music and works of art. We crave knovdedge and 
want books and all the instruments of science and learning. 
We desire recreation and amusement and so want base- 
ball outfits and tennis rackets, sailboats and automobiles, 
theaters and operas. And the more of all these things 
anybody has, the more his horizon broadens, showing a 
tempting vista of new desires to be satisfied. ^ Few human 
bemgs ever reach the point of complete, satisfaction, n 
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^ite of the fact that each separate want can be completely 
satisfied, there is no limit to the total wants of man. 

Man must work for what he gets. — When Aladdin, in 
The Arabian Nights, wanted anything, he nibbed his 
magic lamp, whereupon a genie appeared and immediately 
granted his desire. If our wants could be satisfied in this 
manner, the world would be a very different place and 
there would be no science of economics. The most impor- 
tant characteristic of man is the extraordinary number 
and variety of the things he wants. And the most im- 
portant characteristic of the world on which man lives, is 
that very few of the things he wants are furnished freely 
and abundantly without effort on his part. Hence the 
fact that most of his time and energy is devoted to a never- 
ceasing struggle to secure those things that will satisfy his 
wants; that is, to making his living. 

Some examples. — This is what occupies the greater 
part of the active tim.e of most men and women. The 
business man is at work in the store or the factory or the 
office. The farmer, the miner, the factory worker, the 
railroad engineer, the trolley motorman, all are at work 
at their several jobs. Bankers, lawyers, physicians, clerks, 
and stenographers are busy in their offices. At home 
women are engaged in preparing the food, caring for the 
house, making and mending the clothing, etc. All these 
people, and many others whom we might name, are occu- 
pied in the great task of providing the things that satisfy 
human wants and make life possible and enjoyable. Boys 
and girls do not escape. Some are at work in factories, 
stores, farms, or at home. Even those who are attending 
school are getting an education in order that they may 
later join the great army of workers; they are getting ready 
to make their li\dng. 

is economics? — It is the purpose of economics. 
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to describe and explain all the institutions and activities by 
which mankind provides for its many wants. Economics^: 
is the science of human wants and of the means by which 
man obtains the things that satisfy them. 

What is a science? — We have called economics a 

science, and it is well that we should understand exactly 
what we mean by a science. A science is a body of 
knowledge about some subject, arranged in an orderly way 
to explain all the important facts about the subject. 
For example, astronomy is the science of the heavenly 
bodies. It consists of all the knowledge that we have 
about them, carefully arranged so as to explain their 
origin, their movements, and their relations to one another. 
Astronomy tells why the sun rises and sets, when there 
will be an eclipse of the moon, and other important facts 
about the earth, the stars, and the planets. In the same 
way biology is the science of all living beings, botany 
is the science of plants, and there are numerous other 
sciences, each dealing with some particular subject. 

What the study of economics includes. — The subject 
of economics is human wants and the means by which 
they are satisfied. Its study will take us into some of 
the most important and interesting features of human 
life. For example, we shall learn how wealth is produced, * 
why it is transported across the country and over the 
seas from far-away lands, how it is bought and sold. We 
shall seek to understand the organization of corporations', 
the operations of banks, the use of money, the nature' 
of foreign exchange, risk, insurance, and speculation, rent 
and interest, the problems of the labor unions, of the 
tariff, of the trusts, w"hy prices are high or low, the differ- 
ence between the crowded city and ^ the thinly settled 
farming country, how much the government takes from 
us in taxes and what the government does for us, why^. 



, WHAT IS ECONOMICS? 


15 


some men are rich and others poor. It goes without 
saying that the study of economics should prove 
interesting and worth while. 

EXERCISES 

1. Write an account of the principal things done during a single 
day (i) by your father, or some other man, (2) by your mother, or 
some other woman, (3) by yourself. 

2. Which of the acts mentioned in the answer to Question i 
would be called ‘‘earning one’s living”? Why? 

3. What would be the result in your own town or city or neighbor- 
hood if everybody stopped work and loafed for one day? For one 
week? For one month? F"or one year? 

4. Write a list of the wants you have had during one day and of 
the things that have satisfied them. 

5. Write a list of some of the wants you have not been able to 
satisfy. 

6. Which of the things in the answers to Questions 4 and 5 were 
necessities? 

7. Do you know any person who has everything he wants? 

8. What is a science? Name and explain some examples. 

9. Write a list of some important questions which you think 
should be answered by the science of economics. 

References for further study. — Walker, F. A., Political Economy, 
Third Edition (1888) , pages i; 19-22. Mill, J. S., Principles of Politi- 
cal Economy (any edition), ‘Preliminary Remarks; ” e.g., Ashley Ed. 
(1909), page i~2i. Fisher, I., Elementary Principles of Economics 
(1912), pages 1-5. Fetter, F. A., Economic Principles (1916), pages 
3-10, Ely, R. T., Oiitlines of Economics, Third Revised Edition 
(1916), pages 3-7. Marshall, A., Principles of Economics, Seventh 
Edition (1916), pages 1-5; 38-48. Clay, H., Economics for the 
Generai Reader, American Edition (1918), pages 1-14. Johnson, A. S., 
Introduction to Economics, Revised (1922), pages 8-14. 
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WEALTH 

Wliat is wealth? — We have learned that man desires 
innumerable things to satisfy his wants. Some of the 
things, like the air and the sunlight, are furnished freely 
by nature. But such things are very few. Practically 
everything that man wants must be secured by an effort 
on his part. To these things we generally give the name 
of wealth. 

Wealth is probably the most important word in the 
whole science of economics. Exactly what does it mean? 
Everybody has an idea of wealth, as meaning abundance 
of possessions, the opposite of poverty. We all have an 
idea of what we mean by a wealthy man, or a poor man. 
Yet there are many families about us whom we should 
hardly call either wealthy or poor. But if they are not 
wealthy, does that mean they have no wealth? This 
^brings us to the question, what is wealth? That looks 
like an easy question, since wealth is something we 
see all about us; we talk about it and read about it 
in the papers every day. Yet when we stop to think 
exactly what we mean by wealth, we begin to get into 
confusion. 

Importance of exact definitions. — This trouble meets 
us at the beginning of any new study. The everyday 
words that we have always used never have precise 
meanings in our minds. We have a general idea of what 
we mean by such words as ^^heat,” “cold,” “wind,” 
“light,” “energy,” “plant,” “animal,” “money,” 

i6 


WEALTH 


17 


^^income/^ and so on. Our ideas do well enough 
for ordinary conversation. But when we begin the study 
of any science, we find that it is necessary to have exact 
definitions of such terms. This is especially important 
in the study of economics, because the science of eco- 
nomics deals with common things that are met with every 
day in the lives of all people, in business, in the home, 
on the street, at play, everywhere. 

Definition of wealth. Wealth consists useful^ 

material things owned by human beings. We must study 
"this ‘ definition carefully^ 

Wealth is useful. — First, wealth must be useful. Any- > 
thing that satisfies a human want is useful. The quality of I 

a thing which makes it satisfy a human want, that fs, which f 

makes it useful, is utility. These are terms which are in 
common use and are easily understood. We pick up ^ old, 
rusty nail on the road ajid toss it away, saying it is use- 
less.’’ We mean that it is not able to satisfy any want of 
ours; that we have no use for it.” Wepickan apple from 
a tree because we are hungry and the apple'will satisfy the 
want of food. Then the apple is useful.” It has utility. 

The rusty nail has no utility because it is unable to satisfy 
any '.human want. " ^ 

When we say that anything is useful, or has utility, we 
do not mean that it is good for us in a moral sense. It 
may do harm; it may be injurious. Utility means simply 
the power to satisfy a human want, whether the want is 
good or bad, wise or foolish. Whisky has utility because 
it satisfies men’s desire for drink, even though it may do 
them harm. The jimmy which the burglar uses to break 
into a house has utiKty, because it satisfies a want of the 
burglar. The words useful and utility do not imply any- 
thing about the moral character, the goodness or badness, 
of the want that is satisfied. 
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Wealth, is material. — Second, wealth must ■ be 
material' A material thing is anything that has sub- 
stance, that has weight, that can be handled. If one 
looks about a schoolroom he will see dozens of these 
material things: books, chairs, desks, pencils, pictures, 
maps, and so forth. Some things are not wealth because 
they are not material. Is good health wealth? No. It 
is a very excellent and desirable thing. But it is immate- 
rial and therefore not wealth according to our definition. 
tT^he strength of a work horse or the speed of a race 
'horse, the skill of a pianist or an actor, the beauty of a 
'sunset; none of these things is wealth, because none is 
^material. 

Confusing wealth and utility. — By remembering that 
all wealth is material we shall avoid a common mistake. 
For example, people sometimes talk about the strength,, 
of a horse as if that were wealth. But strength is an4| 
immaterial thing. It is not the strength of the horse that|| 
is wealth, but the ho rse itself. .,Jhe mistak e comes..from^||i 

m object of wealth, withal 

ithose qualities which 

jwealth and utility^' R we should call both the horse and? 
^EisaSengtl''^^^ we should clearly be counting the? 
same thing twice. In the same way, ice is wealth, but’ 
its coldness is not. The hardness of steel, the fertility 
of the soil, the beauty of a statue, are ail qualities of 
wealth but are not wealth themselves. 

Wealth is owned. — Finally, to be wealth, a thing 
must be owned. The book on a student’s desk is owned, 
either by himself, by his father, or by some other person 
or persons. But suppose it is furnished by the school. 

Is it owned by anybody then? Yes, for it belongs to the 
city or the school district, which is an organization of 
many human beings, the citizens. Some things are owned 
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by individuals, like the knife in your pocket or the clothes 
you wear or the chairs in the living room at home. Other 
things belong to groups of persons, as where two or three 
men form a partnership and buy a store, which belongs 
to all of them together. Or a great corporation, like the 
Standard Oil Company, which is made up of thousands 
of persons, owns lands and oil refineries, wagons and 
automobiles. Finally the government, which is an asso- 
ciation of all the citizens, is the owner of many articles of 
wealth. Some things, although both useful and material, 
are not wealth, because they are not owned. Is air 
wealth? It is material. And it is about the most useful 
thing in the world. But nobody owns it, and therefore 
it is not wealth. The sun and the moon are not owned 
by human beings and so" are not wealth. 

How to tell what is wealth. — When we want to know 
whether a certain thing is wealth, w’-e have to ask just 
three questions: (i) Is it tisejul} (2) Is it a maieriaf 
thing? (3) Is it owned by any person or group of 
persons? Whenever the answer is ^^yes^’ to all three of 
these questions about anything, then that thing is wealth. 
If the answer is ^^no’^ to one or more of the questions, 
the thing is not wealth. 

Axe human beings wealth? — The question sometimes 
arises whether human beings themselves are wealth. 
Certainly slaves are wealth. They are useful, material, 
and owned by their masters. But how about free men 
and women and their children? If we should say they 
were owned by themselves or by their parents (in the 
case of children), then they would fit our definition and 
would be wealth. But it is not customary for us to think 
of free human beings as owned, and we shall therefore 
not consider them wealth. In economics, however, we 
shall have to study the utility of free human beings and 
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their services in satisfying human wants just as we study 
the utility and services of wealth. 

Another definition of economics. — Since it is wealth 
that man seeks for the satisfaction of his wants, we have 
another and shorter definition of economics; namely, eco-, 
the science of wealth. The two definitions should 
be understood to mean practically the same thing. 

EXERCISES 

1. State whether each of the things .in the following list is or is 
not wealth and give reasons: (i) a dwelling house, (2) a schoolhouse, 
(3) a sunset, (4) a painting of a sunset, (5) an opera singer, (6) a ton 
of coal, (7) the heat from a furnace that heats a dwelling house, 
(8) sunlight, (9) the weeds in a garden, (10) the trees in a farm wood 
lot, (ii) the climate of southern California, (12) a lump of ice, (13) a 
cigar, (14) the strength of a farm horse, (15) a rattlesnake. 

2. What is a definition? Look up the word in the dictionary. 
Give three examples. 

3. What is the everyday meaning of a point} A line} How are 
these words defined in the science of geometry? 

4. Why are the definitions of so many everyday words given in 
geometry? 

5. Write a list of ten useful things and explain why each is useful. 

6. W'rite a list of five useless things and explain why each is 
useless. 

7. Is smoking tobacco useful? Why? 

8. Are human beings ever wealth? Explain. 

,, 9. When the slaves were set free in the United States, what was 
the efiect on the country’s wealth? 

References for further study. — Fisher, I., Elementary Principles 
of Economics (1912), pages 3-1 1. Mill, J. S., Principles of Political 
Economy, ^^PreUminary Remarks.” Walker, F. A., Political 
Economy, Third Edition (1888), pages 3-5. Clay, H., Ecoftoniics 
for the General Reader, American Edition (1918), pages 389-391. 
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INCOME AND PROPERTY 

Services of wealth: income. — When wealth satisfies 
human wants, we say that it furnishes benefits or 
renders services to men. The benefits, or services, of 
wealth are the desirable events it causes for human beings, 
A house furnishes shelter. Giving shelter is the benefit 
or service of a house. Yielding apples is the service or 
benefit of an orchard. The service of a sweater is giving 
warmth and protection from the cold. The service of a 
bracelet is adding to the attractiveness or satisfying the 
vanity of the wearer. We might thus go through a list 
of thousands of kinds of wealth and name the services 
or benefits furnished by each. We use the word income 
to mean the benefits or services rendered by wealth or by free 
persons. All wealth yields income, and we may define 
the utility of wealth as the power to yield income. 

Disservices or costs of wealth. — But all the events 
which wealth causes are not desirable. A house not only 
furnishes shelter; it also requires painting and repairing 
and makes its owner pay money for insurance and taxes. 
We cannot escape these undesirable events of wealth, 
but we put up with them in order to receive the desirable 
events or benefits. The undesirable events caused by wealth 
are called the disservices or costs of wealth. 

Net income. — All wealth yields both income and costs. 
The costs are borne in order to get the income, and the 
income of any article of wealth must always be of more 
importance than the costs; otherwise no one would care 
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to own that particular article. It is easy to think of 
examples to illustrate this truth. A storekeeper has a 
horse and wagon to deliver goods to his customers. The 
horse is an article of wealth. The income from the horse 
is the pulling of the wagon. The costs of the horse are . 
its food, stable room, shoeing, grooming, and other care. 
The storekeeper would not bear all these costs if the 
pulling of the wagon were not worth more to him than 
the costs. But some day the horse will grow old and 
feeble. He can pull the wagon only slowly and a few 
hours a day. Finally the time comes when the work he 
does is not enough to make it worth while to pay for 
keeping him. As people say, ^^He isnT worth his keep.’^ y 
The owner no longer wants him, and he will be dis- 
posed of. 

The difference between the income and the costs of any 
article of wealth is its net income. As we have just seen, 
there must always be some net income or the article 
will not be wanted. Generally, then, when we speak of 
utility we mean the power to yield a net income, that is, 
to yield an income greater than the costs. This explains 
more exactly what is meant by the term ^^usefuF^ in the 
definition of wealth. 

The ownership of wealth. — We learned in Chapter II 
that to be wealth anything must be (i) useful, (2) mate- 
rial, and (3) owned. We have seen what is meant by 
“usefuF’ and ^^material.’’ Now we must look particu- 
larly into the meaning of the ownership of wealth. When 
a person owns an article of wealth he has the right to 
enjoy all the income of that wealth. Other people are 
not permitted to take any of its services or interfere with . 
the owner^s use of it. The owner is protected in his prop- V' 
erty right by the laws and customs of the community 
in which he lives. For example, a man owns a house and 
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lot. He has the right to all the services of the house and 
lot. Other persons are prevented from interfering with 
his enjoyment of these services. So a man owns the 
clothes he wears, the food on his table, his automobile, 
and many other things. 

Property. — In economics the word property is 
generally used to stand for ownership. Property, 
property right, and ownership all have the same meaning, 
which may be defined thus: Property is the right to income; 
that is, the right to the benefits or services of wealth or of free 
persons. As regards wealth, this means the right to have 
wealth and to use it. Some examples have already been 
given. The right of the owner to have and use his house 
and lot is property. But property rights are not always 
so simple as this. Suppose the owner rents the house and 
lot for a year. Then the tenant has a property right in 
the house; i.e., the right to its use for one year. The 
tenants right is called a lease. A mortgage on a farm 
is property. The holder has a right to receive interest . 
and the repayment of the loan. If he is not paid, he may 
“foreclose’^ and have the farm sold in order to get the 
money that is due him. The owner of the farm has given 
up some of his rights in the farm. A ^^right of way^^ is 
property. It is the right to a certain use of a piece of 
land; i.e., the right to cross it on a certain path. 

Property in free persons. — Property may refer to free 
persons as well as to wealth. For example, a baseball 
player signs a contract with a manager agreeing to play 
for him exclusively during the coming season. * This 
gives the manager a certain property, that is, the- right to, 
receive certain services from this player. Theatrical and 
moving pictures managers have property rights to the 
services of actors and actresses. Every employer has a 
property right to certain services from his employees. 
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If A has a promissory note from B, he has a property 
right against B; that is, the right to receive a certain 
sum of money at a certain time. In fact there is scarcely 
any one who does not owe some service to somebody. 

Division of property, — The property right to an 
article of wealth is often divided between two or more 
owners. In one of the examples above, the property 
right to the house and lot was divided between the owner 
and the tenant. When a farm is mortgaged, the property 
is divided between the owner and the mortgagee. The 
right of way is another case of division of property. In 
each of these cases the person usually thought of as the 
owner does not have the complete property. He does 
not have the right to all the uses of -his wealth. Certain 
uses have been given up to others. That is, the prop- 
erty rights have been divided. Property rights may be 
divided in other ways. Two boys own a canoe in 
partnership. The right to the income or services of 
the canoe belongs equally to the two owners. In the 
same way, two men enter into a business partnership, 
which means that the property in the wealth of the busi- 
ness belongs to them both. The wealth belonging to a 
great corporation is represented by property which may 
be divided among thousands of separate stockholders. 
Each stockholder has a piece of paper, called a stock 
certificate, which certifies to his share in the property 
right to the corporation's wealth. 

Property and wealth. — Property and wealth (or free 
persons) always go together. For every article of wealth 
there must be somewhere an owner or owners who have 
the property right to its income. On the other hand, 
wherever we find^^' a property -right there must be some- 
where back of it an article of wealth or a free person. 
And when the property right to an article of wealth is 
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divided among two or more owners, the sum of the 
properties of the several owners will be equal to the 
complete property right in that article of wealth. 

Care must be taken to avoid confusing wealth and 
property. In common language this is not always done. 
For example, we sometimes hear a house and lot called 
property. Such careless use of terms will not do in 
the scientific study of economics. It will be easy to 
avoid errors if we always remember that wealth is a 
material thing, whereas property is the right to the serv- 
ices of wealth or of free persons and is immaterial. 

Documents in evidence of property. — Sometimes 
property rights are expressed in legal documents. The 
owner of a farm or a building lot has a piece of paper 
called a deed^ which is a legal statement of his property 
right to all the benefits of that land. When one pays to 
see a ball game he receives a ticket as evidence of his 
right. But this is not always the case. Very often there 
is no document showing the property right. A man has 
the property right to the clothes which he wears, but he 
seldom holds any document to prove it. The property 
right is there, however, whether it is indicated by a legal 
document or not. 

Government property. — Many articles of wealth 
belong to the government. The city hall belongs to 
the city, and the property right to it is divided among 
all the citizens. The state capitol building is an article 
of wealth, the property right to which is in the hands 
of all the citizens of the state. The Congressional 
Library at Washington, the battleships in the American 
navy, the post office buildings scattered all over the 
country, are articles of wealth belonging to the United 
States. 

Wealth and property again. — The most important 
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thing about wealth is that it is a source of income. 
Propertyj on the other hand, is the dyislrtbuior of 

income. , The property rights of the different members 

of society tell the extent to which each person may enjoy 

the services of wealth or of other persons. Property 
rights may be changed without changing the amount of 
wealth. ' The material welfare of the human race 

depends, first, on the amount of wealth there is and, 
second, on the way in which the property rights to this 
wealth are distributed among individuals, families, and 
nations. 


EXERCISES 

1. Name ten articles of wealth and the service or services 
rendered by each. 

2. Name some disservice of each of the ten articles. 

3. Name an article whose costs are greater than its services. Is 
this article wealth? Why? 

4. Give a list of useful, material things that are not owned by 
any one, and explain why each one is not owned. 

5. State the difference between wealth and property. 

6. Give three examples of wealth, the property right to which 
is divided among two or more persons. 

7. Name the article of wealth of each of these property rights: 
(i) a theater ticket, (2) the half interest of a partner in a business, 
(3) the rights of a member of a boy’s baseball club, (4) a railroad 
ticket, (5) the lease held by a man living in a rented house. 

8. In which of the examples in Question 7 is there a document 
giving evidence of the property right? Explain the difference between 
the document and the right itself. 

9. In which of the examples in Question 7 is there a property 
right in persons as well as a property right to wealth? Explain. 

References for further study. -- Fisher, I., E/emm/ary Principles 
of Economics (1912), pages 23-39; 60-64. Ely, 'P.:.T,j;OiitUnes 
of Economics, Third Revised Edition (1916), page 105. Fetter, F. A., 
Economic Principles (1916), pages 264-266. Seligman, E. R, A., 
Principles of Economics (1905), pages 19-20. Turner, J. R., 
duction to Economics (1919), pages 84-85. 



CHAPTER IV 


THE MEASUREMENT OF WEALTH, INCOME, 

AND PROPERTY 

Unit of measure of wealth. — We cannot go very far 
in the science of economics until we learn how to measure 
the things we are studying, particularly wealth, income, 
and property. We measure anything in order to tell how; 
much of it there is, or how many there are. The first 
thing necessary in measuring anything is a unit of meas- 
ure; that is, a certain quantity of the particular thing, by^. 
which to measure all amounts. Each kind of wealth gener-j 
ally has its appropriate unit of measure. Thus, the unit 
for measuring wheat is the bushel. The unit of butter 
is the pound; of milk, the quart; of cloth, the yard; of 
land, the acre, etc. Sometimes we may use different 
units for measuring the same kind of wealth. We may 
measure wheat in bushels, or pecks, or carloads; we may 
measure potatoes in bushels, or pounds; we measure land 
in acres, or square miles, or front feet, etc. 

Applying the unit. — The next step is to find how many 
times the unit of measure is contained in the particular 
quantity of wealth to be measured. Suppose you are 
asked, ‘^How much corn is there in a certain bin?^’ You 
first decide upon the bushel as the unit of measure and 
next find out how many bushels of corn are in the bin. 
You announce the result thus: ^^That bin contains 123 
bushels of corn.’^ We can easily think of other examples 
of the measurement of wealth; a herd of 1,000 cattle, a 
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stock of 40,000 feet of lumber, 100 yards of woolen cloth, 
50 bales of cotton, etc. 

Measuring income. — We also measure income, or the 
services or benefits of wealth. The method is exactly 
the same, though the units may be dilferent. We meas- 
ure the services of a plow horse by the number of days' 
work he performs. The services of a sawmill are 
measured by the number of feet of lumber turned out. 
The services of an orchard are measured hy the number 
of bushels of peaches or other fruit produced. A house- 
painter's services are measured by the number of hours 
he works or the amount of surface he paints. The unitf 
for measuring income or services is generally either an; 
hour’s work or a day’s work or else the unit of the kind; 
of wealth produced. Thus the unit for measuring the 
painter’s service is the hour’s work, while the unit for 
measuring the income from the orchard is the bushel of 
peaches. 

Measuring property. — Property is measured in the| 
same manner as wealth and income. The units are simply ^ 
the units of the wealth or services to which the property|, 
is the right. If a man owns ten acres of land, we measure 
his property in the land by simply measuring the land. 
If he has the right to cut timber on 50 acres of land for 
15 years, we measure his property by measuring the land 
and the time for which he has that particular right to it; 
that is, his property is the right to cut timber on 50 acres 
of land for 15 years. A tenant’s property is measured 
by the number of years he has the right to use the house. 
We shall study later the measurement of the more com- 
plicated property rights, such as bonds and stocks. 

Wealth and income: fund and flow. — There is one 
important difference between the measurement of wealth 
and the measurement of income. When we measure 
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wealth, we find out how much there is at a certain time; 
we measure a stock of wealth at a certain time. Income 
is a floiv of services during a certain period of time. We 
do not think of income at one instant of tim.e. It would 
be foolish to ask a farmer what was the yield of his 
orchard at 10:15 a.m. on October 3. We cannot measure 
an orchard's yield without stating a period of time. 
Thus we say the orchard yielded 400 bushels of peaches 
during the month of August, or 800 bushels during the 
year 1920, or 3,000 bushels during the four years, 
191 7-1920. A bricklayer lays so many bricks a day or 
works so many hours a day. A sawmill turns out so 
many feet of lumber an hour or a day or a week. An 
irrigation system gives so many cubic feet of water 
per hour. 

Importance of the unit of value. — Wealth, income, 
and property, we have seen, are measured, each in its 
appropriate units. But there is„pne..unk which all 
kinds of wealth, income, and property, are measured. and 
which is the most important of all units in economics 
and business. This is the unit of price In the 

world to-day almost everything we have was bought 
from somebody else. Almost every business man is 
engaged in buying and selling wealth, income, and serv- 
ices. And there is not a single kind of wealth, property, 
income, or services that may not be bought and sold. 
We always need to know about anything: '^What is it 
worth? To answer this question we must find its price 
or value; that is, we measure it in units of price or value. 
We measure land in acres, wheat in bushels, cloth in 
yards. We cannot possibly measure land in bushels, or 
wheat by the yard. But we can measure them all in 
units of value. We can say $10,000 worth of land, 
$1,000 worth of wheat, $500 worth of cloth. This is the 
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most important way of measuring wealth,^ and \ye must 
therefore learn exactly what is meant by price and 
value and how to measure the pi ice and \ alue of 
wealth, property, and income. To understand this we 
must first learn about the transfer and exchange of 

wealth. 7 • j. 

Transfer. — A transfer is a change of oimtershtp of 

wealth. If John gives his pocketknife to Henry, that 
is a transfer. The knife is wealth. It used to belong to 
John. Now it belongs to Henry. John wnas the owner. 
Now Henry is the owner. The ownership of wealth 
has changed, and so we have a transfer. Whenexei 
wealth is bought and sold or given away, transfer takes 
place. 

Exchange. — Suppose John gives his knife to Henry 
in return for a baseball which Heniy gives to John. Boys 
would call this “swapping.” Business men call it an 
exchange. To understand exactly what an exchange is, 
notice first that there are two transfers; the ownership 
of the knife changes from John to Henry , the ownership 
of the baseball changes from Henry to John. But why 
did John give up his knife to Henry? Because he was to 
receive Henry’s baseball in its place. And Henry gave 
up his baseball because he would get the knife. In such| 
a case we say each transfer is “in consideration of the,| 
other.” When John simply gave his knife to Henry 
there was one transfer, but no exchange, because he got 
nothing from Henry “in consideration of” the transfer 

Finally notice 
; that is, both 

owners must mak.e the transfer willingly. 

We are now able to define exchange, as follows: An 
exchange is a pair of voluntary transfers between two owners, 
when each transfer is made in consideration of the other. 


of his knife. A_giftJ.s...npt an exchange, 
that an exchange must be “voluntary 
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Barter. — Exchanges made without the use of money are 
called barter. The exchange between John and Henry 
which we have just studied is a good example of barter. 
‘^Swapping” is the same as barter. There was probably 
once a time among savage peoples when barter was the 
regular kind of exchange. And there is always some 
barter going on among modern civilized people. For 
example, a man may trade his horse and carriage for an 
automobile, or a farmer may exchange his farm for a 
store and stock of goods in a town. But nearly all 
exchanges are now made by means of money, and these 
are the exchanges which it is important for us to study. 

Money exchange. — In a later chapter we shall study 
more fully the subject of money. For the present it is 
enough to know that money consists of articles of wealth 
and property rights which are generally accepted in exchange 
for other wealth and services. In the United States, as 
every one knows, our money consists of gold and silver 
coins, paper money,’’ and small change coins of nickel 
and copper. The unit of our money is the dollar. In 
modern business, exchanges are made by means of money. 
In money exchanges one of the transfers is a transfer of 
money. Suppose Mr. Brown sells his house to Mr. Jones 
for $4,000. The ownership of the house is transferred 
from Mr. Brown to Mr. Jones, while the ownership of 
the $4,000 is transferred from Mr. Jones to Mr. Brown. 
We call this exchange either a sale or a purchase, accord- 
ing as we are thinking of the seller or the buyer. 

Value. — We can now understand value. Value is the 
result of exchange, and we deime the value of anything as 
the quantity of any other thing that would he given 
in exchange for the first thing. If a horse and carriage 
are exchanged for twenty tons of coal, the value of 
the horse and carriage is twenty tons of coal and the 
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value of twenty tons of coal is the horse and carriage. 
So when Mr. Brown sells his house to Mr. Jones for 
$4 jOoo, the value of the house is $4^000 and the value 
of the $4,000 is Mr. Brownes house. We do not often 
have occasion to speak of the value of money in this 
way. The value of money will be taken up in a later 
chapter (Chapter XXVIII). On the other hand, the 
values of all other things are usually expressed in terms 
of money. This is because nearly all exchanges are 
money exchanges. 

Price. — The price of anything is the amount of money 
that will be given in exchange for one unit of it. For exam- 
pie, if a bushel of wheat will exchange for $2.25, then the 
price of wheat is $2.25 per bushel. Notice that before 
we can have a price we must decide upon a unit of meas- 
ure. Whenever we speak of a price we must state or 
understand the exact unit which we are using. 

Value and price. — Value and price are closely related 
to each other. Both are the result of exchange. The 
differences between them are (i) that value may be 
expressed in terms of any kind of wealth, property, or 
service, while the price of anything is always expressed 
iu money, and (2) there can be a value for any quantity 
of a commodity, whereas price relates only to one unit. 
Thus we may speak of the value of one bushel of wheat 
or the value of 1,000 bushels. We could not speak of the 
price of 1,000 bushels of wheat. When value is expressed 
2-n money, the value of one unit of anything is, of course, 
same as the price. If a farm sells for $10,000, we 
uiay say the value of that farm is $10,000, or w^e may 
say its price is $10,000. It makes no difference which 
term we use, so long as we are talking about just one 
^i*ticle. But we should not say the price of 10 dozen 
^ggs is $7.00. We should say the value is $7.00, because 
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* the price is 70 cents a dozen, the dozen being the unit 
in which we generally measure eggs. 

The unit of price or value. — It is now clear that by 
finding their values in terms of money, we can measure 
all kinds of wealth, property, and' income, in the same 
unit; namely, the unit of money value. The unit of 
money value is simply the value of the monetary unit; in 
the United States, it is the dollar’s worth,” or simply 
the dollar. Since value is almost always measured in 
money, we generally call the dollar the unit of value pnot 
taking the trouble always to say ^^money value.” 

EXERCISES 

1. Name the units in which the follomng things are commonly 
measured: (i) land, (2) apples, (3) eggs, (4) houses, (5) coal, (6) lum- 
ber, (7) firewood, (8) sugar, (9) plowing, (10) wallpaper, (ii) carpets, 
(12) farm labor, (13) sawing -wood. 

2. Give an example of the measurement (i) of wealth, (2) of 
property, (3) of income. 

3. Is there one unit in which all of the articles in Question i 
could be measured? Explain. 

4. Give five examples of transfer (not exchange). 

5. Give five examples of exchange (without money). 

6. Explain the difference between a transfer and an exchange. 

7. Give five examples of money exchange. 

8. What is the difference between price and value? Give an 
example in which the price and the value are the same. 

9. State and explain the steps by which the value of a carload 
of coal would be determined. Give another example. 

10. Why is it not correct to say, A glass of drinking water has 
great value’’? What term studied in Chapter II is here confused 
with value? 

References for further study. — Secrist, H., An Introduction to 
Statistical Methods (1917), pages Fisher, I., Elemsntary 

F rind pies of Economics (1912), pages ii"22. Van Tuyl, G. H., 
Complete Business Arithmetic (1915), pages 182-205. Clay, H., 
Economics for the General Reader , Arnerican Edition (1918), pages 
391-393-. : 
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CHAPTER V 


ACCOUNTS 

Business men and others have to keep accurate accounts 
of their wealth, property, and income. There are two 
principal kinds of accounts, property accounts and income 
accounts. 

Example and definition of assets. — Let us take an 
example of a property account. Suppose you should 
ask a coal dealer in your town wdiat his ^'assets are. 
He might give you a list something like this: 

Assets oe S. A. Thompson, Coal Dealer, September i, 1922 


(1) Personal assets 

Dwelling house and lot in town of H $15,000 

Furniture, clothing, etc ' 3,000 

Total personal assets $18,000 

(2) Business assets 

Coal yard, | acre in town of H 2,000 

Office building and coal sheds 6,000 

Office furniture 500 

500 tons soft coal at $6.00 a ton 3,000 

700 “ hard coal at $10.00 a ton 7,000 

2 automobile trucks at $2,500 5, 000 

4 horses at $250 1,000 

3 wagons at $150 450 

Cash on hand 200 

Deposits in bank 5, 500 

AccGTints receivable . .... ..... ............... 800 

Total business assets 3r,4So 

■Total' assets. . v,.'., $49, 450 
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A personas assets consist of his wealth and his property 
rights against other free persons and their wealth. It will 
be noted that some of the items in the list (p. 34) are 
articles of wealth which Mr. Thompson owns. The last 
two itemSj however, are not wealth, but property rights, 
the right to money due from the bank and ' rights to 
money due from various customers. Since Mr. Thompson 
of course has property rights to his own wealth, we may, 
if we wish, call ail of the items in this list property by 
simply understanding such terms as ^Mwelling house,’^ 

furniture, etc., to stand for the owner’s property in 
his own articles of wealth. 

Assets relate to a particular time. — This example will 
also illustrate the fact that whenever we speak of any- 
body’s assets or property, we must have in mind a partic- 
ular instant of time. It would be foolish to ask the 
coal dealer what his assets were during a period of time, 
say the month of Spetember. He would tell you that they 
were different on different days or even different hours in 
the day. On September i they were as shown in the list 
already given. But the very next day they were different: 
some coal was sold, some cash was received, he bought 
another truck, took some money out of the bank, etc. 
The list of anybody’s assets is likely to change from day 
to day, and any property account must therefore refer 
to a particular time. Men often find it necessary to 
state exactly the hour and minute to which their prop- 
erty accounts refer, since changes may take place during 
the same day. You will notice bank statements printed 
in the newspapers, giving the account ''as of 10 a.m.” 
or "at the close of business” on a certain date. 

Liabilities. — But a list of assets does not make a 
complete property account. A person’s property account 
must also show dR the property rights of others against 
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him and his wealth. We call such rights liabilities. Lia- 
bilities are the opposite of assets. They are sometimes 
called debts. Mr. Thompson, the coal dealer, may have 
had the following liabilities on September i, 1922: he 
owed a wholesale coal dealer $500 for coal, he owed 
various stores for goods bought on account $200, his house 
was mortgaged to Mr. Brown for $400, and he owed the 
bank $800. The liability side o^ his account would contain 
these items: 

Liabilities oe S. A. Thompson, Coal Dealer, September i, 1922 


(1) Personal liabilities 

Accounts payable $200 

Mortgage payable on house to W. Brown 400 

Total personal liabilities $ 600 

(2) Business liabilities 

Note payable to bank 800 

Due to Amos Green, wholesale coal dealer 500 

Total business liabilities 1,300 

Total liabilities $1,900 


Of course liabilities must be stated as of a particular 
time, as in the case of assets. They also are likely to change 
from day to day. The wholesaler’s bill may be paid, the 
mortgage may be partly paid, the loan from the bank 
may be increased or decreased. 

If we put together in one account the statement of 
Mr. Thompson’s assets and liabilities, we shall have his 
complete property account, or “balance sheet,’’ as 
shown at the top of the next page. 

The “balance.’’ — Note on the liability side the item: 
“Balance, 47,550.” This needs some explanation. The 
total assets are $49,450; the liabilities, $1,900. Sub- 
tracting the liabilities from the assets leaves a difference, 
or “balance,” of $47 jS5o. This balance added to the 
liabilities makes a sum equal to the sum of the assets. 
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Property Account or Balance Sheet oe S. A. Thompson, 
Coal Dealer, September i, 1922 


assets liabilities 

(1) Personal (i) Personal 

Dwelling house and lot . . $15,000 Accounts pa^-^able $ 200 

Furniture, clothing, etc... 3,000 Mortgage payable on 

house to W. Brown. . . 400 

(2) Business (2) Business 

Coal yard, acre 2,000 Note payable to bank 800 

Office buildings and coal Due to Amps Green for 

sheds 6,000 coal 500 

Office furniture 500 Balance 47, 550 

500 tons soft coal 3,000 

700 hard coal 7,000 

.2 automobile trucks. . . . 5,000 

4 horses 1,000 

3 wagons 450 

Cash on hand 200 

Deposits in bank S,Soo 

Accounts receivable 800 


$49.450 $49,450 

It is in this way that business men always make the 
totals the same on the two sides of a property account. 

Net assets and net liabilities. — Since the balance in 
the above account is the diference between the assets and 
the liabilities, it is called the net assets or net pfopefty 
or net worth. Mr. Thompson has property amounting 
to $49,450. But he owes to others $1,900. The difference 
between his property and his debts (his assets and his 
liabilities) is his net property or his net assets. As busi- 
ness men would say, Mr. Thompson “is worth $47,550.” 

On the other hand, if the liabilities in a property 
account are greater than the assets, then the balance 
will be on the assets side, and will represent net liabilities 
or net debts, or deficit; that is, the difference between the 
liabilities and the assets. 
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Definition of property account. — We can now con- 
struct the following definition: A property account, or 
balance sheet, is a statement showing, in one column, all 
a personas assets, with the value of each item, and, in another 
column, all his liabilities, with the value of each item, 
and showing also the total assets, the total liabilities, and 
the balance, all as of a certain instant of time. 

Every liability is an asset to some other person. — 
Every liability item on any person’s property account is 
an asset to some other person. This is clear, because we 
have already learned that a person’s liabilities are the 
property rights of others against him. They are there- 
fore assets of those other persons. For examplCj on 
Mr. Thompson’s property account we found a liability, 
^^Due to Amos Green for coal, $500.” If we should look 
up Mr. Green’s property account on the same date, 
we should find among his assets this item: “Due from 
S. A. Thompson, $500.” Another of Mr. Thomp- 
son’s liabilities is “Mortgage payable on house to 
W. Brown, $400.” Mr. Brown’s account for this date 
would have an asset item reading, “Mortgage receivable 
on S. A. Thompson’s house, $400.” 

Income accounts. — An income account may be kept, 
showing the income and the costs of any article of 
wealth. Like the property account, it has two sides. 
Unlike the property account, it relates to a certain 
period of time instead of a certain instant of time: 
for example, a certain year or month or week, not 
a certain date. The income account of any article of 
wealth is a statement showing on one side all the services 
of that article of wealth during a certain period of time, 
with the value of each item, and on the other side all its 
costs during the same period, with the value of each, and 
showing also the total income, the total costs, and the balance. 
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The one side we call the income side; the other side is 
the cost, or outgo, side. 

For example the income account of an orchard might 
read like this: 


Inco™ Account or Orchaei), Yeae Ending November i, 1920 


Costs 


Income 

Wages of laborers picking 


5,000 bu. apples at $2. 00. $10, 000 

fruit, etc i 

1 2,000 

1,000 bu. peaches at $3.00 3,000 

Cost of new trees re- 


500 qts. cherries at 25c. 125 

placing old 

Soo 

4 cords fire wood at 

Spraying, fertilizer, etc. . . 

300 

$10.00 40 

Cost of packing fruit .... 

750 


Taxes 

SOO 


Balance 

9,115 


! 

13,165 

$13,165 

Gross and net income. — 

W"e have a “balance,” just 


as we did in the property account, and we hnd it in 
exactly the same way. If the total income is greater 
than the total costs, we find the difference and put the 
balancing item on the cost side of the account. This 
makes the total the same on both sides. The total income 
is called the gross income. The balance is the net income^ 
or the diference between the total, or gross, income and the 
total cost. In this example, the orchard yielded during 
the year ending November i, 1920, a gross income of 
$13,165; its total costs were $4,050; and its net incom.e 
was '$9,115. 

Gross and net costs. — Sometimes costs are greater 
than income. Then the balance will be written on the 
income side of the account and will be found by sub- 
tracting the total income from the total costs. When 
costs are greater than income, the balance is called the 
mt loss. . 


I 
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Combined income account of a person. — If a person 
should make out an income account for each article of 
wealth to which he has a property right and for each 
person who gave him services and then combine them 
into one account he would have his combined income 
account. It would show all the services he had received 
from wealth and from persons, such as the shelter from 
his dwelling house, the services of his clothes, his auto- 
mobile, etc., his salary or wages or the income from his 
business, interest on his investments, gifts and inherit- 
ances, etc. On the other side it would show all the 
costs necessary to get these services, such as insurance 
and taxes on his house, cost of clothing, repairs on his 
automobile, costs of his business, interest on his debts, 
wages of servants, etc. These are only a very few of the 
hundreds of items that such an account would show. 
In fact, people almost never keep such complete income 
accounts as this. Such things as the shelter of a dwelling 
house, the pleasure trips of an automobile, etc., are seldom 
put in the account. Most income accounts show only 
items for which money was received or paid; that is, 
money income and money costs. The following is an 
example of an ordinary income account: 

Income Account oe J. I. Fiske, Month oe October, 192S 
Costs Income 


Food. ............. 

. . . . $ 40.00 Salary (or wages) . . . . 

. . .$250.00 

Clothing. .......... 

60.00 Interest on bonds. . . 

50.00 

Taxes.:.'. ........... 

. . . , 10.00 


Wages of servant. . . . 

.... 25.00 


Coal..:.....,..... ..... 

- . . . 20.00 


Miscellaneous 

.... 75.00 


Balance 

. ... 70.00 



$300.00 

$300.00 


We use the term “miscellaneous'’ to lump together a 
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great many small items which we do not care to put in 
separately. The balance of $70 is the net income and 
shows that Mr. Fiske spent only $230 of his v$30o income 
and so saved $^0 this month. Some other month the 
balance might be on the other side, showing costs, or 
expenses, greater than his income. 

EXERCISES 

1. Mr. A on September 15, 1922, owned a farm worth $15,000, 
50 cows worth $200 each, 4 horses worth $300 each, a house worth 
$3,000, barns and other buildings worth $2,500, machinery and tools 
worth $1,500. He owned $500 in Liberty Bonds, and had $300 on 
deposit in the bank. All his other property together was worth $350. 
He owed Mr. B $2,000 on account of a mortgage on his farm, and he 
owed $200 at the store where he trades. Make out Mr. A’s property 
account on this date. 

2. Make out an assumed property account of a garage owner in 
a small city. 

3. Which of the items in Question i would appear on some other 
person’s property account? Explain. 

4. Mr. B, during October, 1922, received a salary of $350, interest 
on his mortgage on Mr. A’s farm of $50, and a bequest from a rela- 
tive of $1,500. His expenses were: food, $60; clothing, $150; taxes, 
$10; house rent, $40; contribution to the church, $25; amusements, 
$15; and all other expenditures, $65. Make out his income account. 

5. Make out what you would consider a probable income account 
for the farmer, Mr. A (whose property account was given in Ques- 
tion i) for the month of October,' 1922. 

References for further study. — Rittenhouse, C. F., New Modern 
Illustrative Bookkeeping, Introductory Course (1918), pages 50-53. 
Fisher, I., Elementary Principles of Economics (1912), pages 39- 
59; 64-101. 


PART II. THE ECONOMIC ORGANIZATION 
FOR PRODUCTION ” 

CHx\PTER VI 

THE ECONOMIC ENVIRONMENT 

The world we live in. — We have learned what wealth 
is. We have learned that the principal activity of man 
is concerned with securing the V'Calth necessary for the 
satisfaction of his many and various wants or^ in other 
wordSj with making his living.’’ The main purpose of 
economics is to throw light upon these activities of man. 
As the first step we must now learn something about the 
world in which man lives and the conditions that sur- 
round him in his continued struggle for the satisfaction 
of his wants. We call all these conditions the economic 
environment. 

The natural environment. — We live upon the outside 
of a great ball that we call the earth. On its surface 
are lands, covered with forests and fields, and wmter in 
the form of oceans, lakes, and rivers. Both land and 
water abound in plant and animal life. Below the earth’s 
surface are quantities of coal and iron, oil and other miner- 
als. Above, the earth is surrounded by the air, in wdiich 
float clouds giving moisture to the land. And far awaiy 
are other planets, the sun giving light and heat to the 
earth, and countless other worlds of wrhich we know 
comparatively little. This is where man lives. It is 
CdXie& natwey 01 tht naUiral environment. 

Everything that man has comes originally from nature, 
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and all man’s efforts to satisfy his wants are controlled 
and modified by the character of the natural world in 
which he lives. Nature furnishes some things freely and 
ill abundance, as air and water. Other things are given 
us only ill smair quantities, such as diamonds, platiiiiim, 
etc. Nature’s bounty is different in different parts of 
the world. Near the equator, nature furnishes light and 
heat in abundance, even in excess. In the polar regions, 
nature is stingy in her gifts of light and heat. Man is 
strictly dependent on climate. He must adapt his cloth- 
ing and his houses to the climate, the scorching heat of 
the torrid zone, the freezing cold of the arctic winters, 
or the moderate but variable climate of the temperate 
zones. Climate determines what man can get from 
nature. He can raise wheat easily in the north central 
states of the United States and in parts of Canada, 
Russia, and Argentina. In these regions he cannot raise 
cotton or oranges. These are easily produced in the 
different climate of other parts of the world. 

These are just a few examples of the countless ways 
in which nature controls man’s effort to make his living. 
If he is to be successful, man must learn nature’s lawis 
and conform to them. It is like knowing the rules of/^ 
the game.” The principal reason why modern, civilized 
man is able to satisfy his wants so lavishly as compared 
with the savages is that he has learned to act in harmony 
with his natural environment. 

The social environment. — But in addition to the 
natural environment, man’s efforts to make his living 
are controlled by other conditions devised by man him- 
self. These conditions we call the artificial enviromnent 
or the social emironment. Let: :-.us see wdiat these 
conditions are. 

Personal freedom. — First and most important is 


44'' ECONOMIC ORGANIZATION FOR PRODUCTION 

personal freedom. We are likely to take this as a matter 
of course. But it is really a very remarkable human 
institution. There was a long period in the history of the 
world when freedom was a rare thing, enjoyed only by 
a favored few. The masses of the people were slaves or 
serfs, subject to the orders of a few owners and masters. 
Universal freedom is a fairly modern thing. To-day 
human beings are not owned. Each is ^diis own master.” 
We determine our conduct according to our own will. 
It is true that there are some restrictions upon individ- 
ual freedom. Restrictions are necessary in order that 
the rights and liberties of others be protected. But this 
is a very different thing from slavery. Personal freedom 
is the rule to-day. 

Private property. — Next we notice the institution of 
private property. In studying the meaning of property 
(Chapter III), we took private property for granted. 
But this also is a remarkable institution, and a 
fairly modern one. In the early days of the human 
race it is probable that there was not much private prop- 
erty. Most of the wealth of the tribe was owned in 
common; that is, it. belonged to the whole tribe, not to 
individual members. Later much of the wealth was the 
property of the king or chief. In the feudal system of 
Europe, the bulk of the wealth, especially the land, 
belonged to the king or other ruler. Even to-day there 
are communities here and there in which the wealth is 
owned in common. The people called socialists do not 
think highly of the institution of private property and 
would prefer to have many kinds of wealth owned in 
common. Of course, some wealth is ovmed by the people 
in common, i.e., by their governments; for example, 
government buildings, post offices, schoolhouses, battle- 
ships, parks, bridges, roads, etc. But almost all of the 


THE ECONOMIC ENVIRONMENT 


45 


wealth throughout the civilized world is privately owned 
by individual men and women or by corporations. Pri- 
vate property is the rule. 

Free use of wealth. — Private property implies the 
right of free use of one^s own wealth. The use and dis- 
posal of wealth are not directed by the king or ruler, or 
by laws of the government. Each owner employs his 
wealth as he sees fit. And so all the community’s wealth 
is used according to the wishes, not of the ruler or of the 
government, but of the several individual owners, each 
acting on his own initiative. Here also, as in the case 
of personal liberty, there are some restrictions, necessary 
in order that the individual, in the use of his own wealth, 
shall not interfere with the rights of others to freedom 
and the free use of their wealth. 

Individual initiative and control of enterprise. — 
Another condition of the social environment is the natural 
result of those that have been named. This is individual 
initiative and control of enterprise. We have noted that 
most of man’s activities are devoted to the business of 
making his living. In this endeavor, man has built up 
great industrial enterprises, farming, forestry, mining, 
manufacturing, transportation, wholesale and retail trade, 
banking, and so on. Later we shall study these great 
enterprises, which make up the world of business. The 
important fact to notice now is that all this variety of 
enterprise is directed and controlled mainly by the free 
will of individual men. Who decides whether the farms 
of a state in the middle west shall be devoted to raising 
wheat or corn or sugar beets? Not the governor nor the 
state legislature nor even the vote of the farmers. Each 
individual fanner decides it for his own farm. Who 
decides how much fir lumber shall be taken next year 
from the forests of the northwestern states, or how much 
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land in the south shall be planted with cotton? The 
ansAver is, the individual OAvners or operators. Individual 
managers direct the building and operation of the rail- 
roads. Individual manufacturers decide Avhat kind and 
quantity of cotton cloth shall be made, and so on. This 
was different in former days, when the ruler allotted to 
each man his task. It AAmuld be diilerent in a socialistic 
state, Avliere industry would be controlled by the govern- 
ment and each individual told AAdiat to do. 

The government. — Finally AA>e must notice, among the 
conditions of our social environment, the government. 
The government limits man’s activities in various Avays. 
tiere are some of the more important functions of 
government. 

(1) Defense. — The government defends us from attack 
by outside foes. This is the business of the army and 
the navy. It enables us to go about our daily business 
with a feeling of security and without having to take 
our OAAm time for defense. 

(2) Maintaining law and order. — The government 
guarantees and enforces the rights of personal freedom 
and private property which we have just studied. With- 
out the presence of government, each man Avould have 
to fight for his rights, and the strong would often make 
slaves of the iveak and seize their wealth by force. Now, 
if any one attempts to enter a house against the owner’s 
will or seize his Avealth, the police and courts Avill protect 
the OAAmer’s rights. Thus, we say the government “main- 
tains laAAC and order.” 

(3) Restrictions on individual freedom. —We have 
seen that, in order that we may all enjoy the rights of 
freedom and private property, each one’s rights must 
be somewhat restricted. It is the business of the go verii- 
meiit' to impose and enforce These restrictions.' For' exam- 
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pky the owner of an automobile has the right to own 
Ms automobile and use it as he pleases. But the govern- 
ment finds it necessary to restrict his right by saying 
tliatj in meeting other vehicles/ he shall drive only on 
the right-hand side of the road. Otherwise, he would 
interfere with the rights of other users of the highway. 
Again, every one has the right of personal freedom. But the 
• government restricts this right by forbidding any one to 
trespass on another's land. The power by which govern- 
ments thus restrict the freedom of the individual citizens 
is called the police power. In time of war the govern- 
ment may draft citizens into the army and force them 
to work and fight under orders, thus taking away entirely 
their personal freedom. 

(4) Eminent domain. — Under certain circumstances 
the government may thrust aside the right of private 
property. Suppose certain land is needed for a camp in 
time of war. The government will take it regardless of 
the protests of its owner. Horses, cattle, and any other 
kind of wealth may thus be taken by the government if 
public necessity requires. When a railroad is being built, 
the government gives the railroad company the right to 
take the necessary land even against the will of its owner. 
In all such cases the owner is paid a fair price for the 
property taken. Whenever private property is needed 
for a public use, the right of private propert}^ has to give 
way. This power of the government is called the right 
of eminent domain. We shall learn more about its use in 
railroad building when we come to the chapter on trans- 
portation and the railroads (Chapter XXXI). 

, (5) Enforcement of contracts. — The government 
enforces contracts. M,en and women, in the exercise of 
their freedom, may make agreements with each other, 
promising to do or not to do certain things. Such agree- 
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ments are called contracts. Having made a lawful con- 
tract, each party must keep his agreement. If he refuses, 
the other party may call upon the government to compel 
him to live up to his agreement or to make good the loss 
resulting from his failure. Contracts are very important 
in business, and the business world is continually depend- 
ent upon the government to enforce them. 

These are by no means all the things the government 
does, but they are its most important functions as regards 
the economic activities of the citizens. 

Government in the United States. — In the United 
States we have three principal grades of government, 

(1) Federal government, — The United States is what 
is called a federation; i.e., a union of several separate 
states. So we have the United States government, called 
also the federal government or the national government. 
The powers and duties of the federal government are 
those which are stated in the Constitution of the United 
States or can be inferred from those so stated. 

(2) State government, — There are the governments of 
the forty-eight separate states. These are the thirteen states 
which came together and formed the original federation 
plus those that have been added later. Each state has 
its own constitution. In general the states have all the 
powers and duties of government which are not given 
over to the federal government in the Constitution of 
the United States. 

(3) Local government, — Within each state are a num- 
ber of local governments — towns, townships, 

cities, boroughs, school districts, etc. These, local govern- 
ments were created by the state and they have only such 
powers and duties as are given them by the state. 

The economic activities of the various grades of govern- 
ment will be more thoroughly discussed later in this book. 
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Summary: ^^The rules of the game.’’ — We see, then, 
that man’s activities in making his living are carried on 
under conditions which are called his economic environ- 
ment^ and this economic environment is subdivided into 
the natural environment and the social environment. These 
conditions are the rules of the game” under which man’s 
economic life is conducted. Some of the rules are imposed 
upon him by nature, while others he deliberately imposes 
upon himself. The rules are like those of a yacht race. 
The skippers are subject to two sets of conditions. One 
set, consisting of the conditions of wind and tide and 
weather, is imposed by nature. The other consists of 
the rules of the race, as to the course, time limits, meas- 
urements of hull and sail area, etc., laid down by the 
racers themselves or by the racing clubs. The successful 
skipper is the one who knows how to sail in accordance 
with both the natural and the artificial rules of the game. 

Environment subject to change. — The economic 
environment is not the same in all parts of the world, 
and it has not always been what it is to-day. Natural 
conditions change slowly, through what we call the proc- 
ess of evolution^ and our social environment is also sub- 
ject to change or evolution. This chapter has described 
the social environment as it prevails in most of the 
civilized countries of America and Europe at the present 
time, with special reference to the United States. There 
is no reason to believe that the end of evolution has been 
reached either in the social or in the natural environment. 
The future will undoubtedly bring changes. Such changes, 
however, generally come gradually. Evolution, rather 
than revolution, is the rule of the economic environment. 

Man is a social being. — It must always be remem- 
bered that man is a social being. Every human being 
lives his life in association with other people. Nobody 
, F.' Es. Econ.,- — 4' 
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can live entirely to himself. Robinson Crusoe is por- 
trayed as a man who lived a solitary life, without asso- 
ciating with any other human being. The remarkable 
point to this stor}^ is that Crusoe’s life was so diilerent 
from our own lives, and even in this imaginary tale it 
was found advisable to liven up the story by introducing 
the ^^good man, Friday.” 

Society.” — Our lives touch those of others in count- 
less ways, in the family, in business, in the church, in 
school, in recreation, and in all sorts of clubs, societies, 
and associations. All the citizens are united through the 
government, town, county, state, and nation. And even 
the different 'nations do not lead separate careers, but are 
joined together by treaties and come into contact with 
one another in many ways. 

In all our daily actions we must remember our relations 
to other people. None of us is free to act exactly as he 
pleases. There are some things we cannot do because the 
law forbids them. Our freedom is still more restricted 
by what we call custom. A boy who walked through the 
city street in the middle of winter wearing white flannel 
trousers would suffer more from the ridicule of his friends 
and neighbors than he would from the cold. Our behavior 
in the classroom, in a business office, on the street, on 
the athletic field, at a dance, or at the theater, is all 
regulated by the force of custom, which means that we 
do not live separate lives,, but are part of the great organi- 
zation of people which we call society. This is what we 
mean when we say that man is a social being. When one 
compares Robinson Crusoe’s existence, in the freedom of 
his solitary life on his island, with the complex relations 
of our modern society, it is easy to realize how important 
our social life is. 

Social character of wealth. — The relation of man to 
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other men is especially important when we come to his 
dealings with wealth. All our enjoyment of wealth 
depends on other people. Children could not live and 
grow up were it not for the labor and care of their parents 
in providing wealth to satisfy their wants. As the chil- 
dren grow they often go to work themselves and furnish 
wealth which pays back to the parents some part of the 
debt. Every person depends on others for most of the 
wealth which he uses to satisfy his wants. The houses 
we live in were not built by us but by others — car- 
penters and masons, tinsmiths, painters, paper hangers, 
and so on. The coal that heats our homes and cooks Qur 
food was produced by miners in distant places, and 
brought to us by railroad workers and truckmen. The 
food that we eat is furnished us through the labor of 
many other persons — farmers, butchers, bakers, manu- 
facturers, and storekeepers. 

One part of the country depends largely on other parts 
of the country. The farmers in the Mississippi valley 
raise wheat and corn and hogs and cattle to feed the 
people of New England. In return, the manufacturers of 
New England produce cloth to clothe the western farmers. 
Even the separate nations of the world are unable to 
supply all their own wants. Each nation produces things 
which it sends to supply the wants of other nations and 
in turn draws from the ends of the world certain articles 
of wealth which its citizens need. The whole world is 
bound together, in a most complex way, by trade and 
exchange of wealth. 

Economics a social science. — Since economics treats 
of some of the important relations of men living together 
in society, it is called a social science. There would not 
be much to the science of economics if all men lived like 
Robinson .Crusoe. 
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EXERCISES 

1. What is meant by man's environment'^ Explain the difference 
between the natural environment and the social environment. 

2. Summarize the important features of the social environment, 

3. State some of the ways in which your daily life and the lives 
of your parents would be different if there were not (i) personal 
freedom, (2) private property, (3) free use of wealth, (4) individual 
control of enterprise. 

4. Summarize the important functions of government. 

5. State some of the things which were done for you during the 
past week by (i) the United States government, (2) the government 
of your state, (3) the government of your city, town, or county. 

6. State some of the things which each of these governments 
forbids you to do. 

7. How would the daily lives of your parents be changed if there 
were no government? 

8. What is custom? Name some of the things which you are 
compelled by custom to do and some of the things which you do not 
do because of custom.. 

9. What is meant by the saying, ^‘Man is a social being” ? 

References for further study. — Seligman, E. R. A., Principles 
of Economics (1905), pages 36-47; 1 25-1 72. Johnson, A. S., Intro- 
duction to Economics j Revised (1922), pages 15-23. Taylor, F. M., 
Principles of Economics (1921), pages 16-25. Clay, H., Eccmomics for 
the General Reader, American Edition (1918), pages 46-63; 355-358. 
Ely, R. T., Outlines of Economics, Third Revised Edition (1916), 
pages 17-99. Seager, H. R., Introduction to Economics (1905), pages 
1-45. Marshall, A., Principles of Economics, Seventh Edition (1916), 
pages 723-753- 





CHAPTER VII 


PRODUCTION 


How does maa obtain wealth? — We have learned that 
man devotes most of his energies to the task of making 
his living and that this task consists mainly in securing 
those articles of wealth that are able to satisfy his wants. 
We must now study more particularly about how wealth 
is secured. Where does all the wealth come from? Appar- 
ently any one who has the money can get any wealth 
that he needs to satisfy his wants. Why are the shops 
and markets stocked with so many kinds of wealth? 
How is it that no matter how much we buy, there always 
seems to be plenty more to take its place? To answer 
these questions we must learn about production. 

Production of wealth. — What is production? Every 
one will agree that the creation of a new article of wealth 
is production. The farmer produces wheat or cotton. 
The manufacturer produces shoes. The carpenter pro- 
duces a house. But how about the railroad that brings 
wheat from the western farms to New York? Is the 
transportation of wealth, as well as its creation, produc- 
tion? The answer to this question will appear if we ask 
what all wealth is for. The only reason for ha\dng wealth 
is that our wants may be satisfied. Wheat on the western 
farms cannot satisfy the hunger of people in New York. 
The work of transporting the wheat is just as important 
as that of raising it. The object of both is that hunger 
may be satisfied. Any activity that adds to the power 
of wealth to satisfy human wants (i.e. to its utility) is 
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production. We therefore say that the produclion of 
wealth is the creation of utility. When a iiianiifacturer 
makes a horseshoe, he is producing wealth. But so is a 
blacksmith when he shoes a horse, for the horse is now 
better able to serve his owner than before, and the horse- 
shoe was of no use till it was nailed to a horse’s hoof. 
The blacksmith has created utility. The truckman who 
brings coal from the wharf or the railroad yard and puts 
it in the coal bin is a producer because he increases the 
utility of the coal. It would never have warmed the 
house if left in the freight car. The merchant w^ho 
buys goods from the manufacturer and keeps them in 
a store conveniently arranged for the purchasers is in- 
creasing the utility of wealth by putting it in the hands 
of those whose wants are to be satisfied. Even the jobber 
or broker, who does nothing but buy goods, hold them., 
and then sell them to another dealer, is creating utility 
by holding the goods from a time when they are less 
needed till a time when they can be of greater service. 

Three kinds of utility. — We see there are different 
kinds of utility. The three most important are called 
form utility^ place utility ^ and time utility. Form utility 
is created by the manufacturer, when he changes the 
form of wealth in order to make it more useful; i.e., to 
add to its utility. The railroad workers, the sailors on 
ships, the truckmen are creators of place utility, when 
they bring wealth to the places where it can be of the 
most use. The merchants, the brokers, and even the 
speculators are creating time utilities by holding goods 
till the time when they will be needed. These persons 
are therefore all engaged in production. 

Another kind of production. — There is, hov/ever, 
another kind of production. For example, an opera 
singer ordinarily produces no vrealth; her efforts are made 
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to give pleasure or instruction directly. We have learned 
that what makes wealth worth having is that it furnishes 
services or benefits which satisfy human wants. When 
we desire to hear a song from an opera, we may either 
turn on a phonograph or go to hear a singer. The 
persons who made the phonograph produced an article 
of wealth that could satisfy the desire for music. The 
singer in the opera, instead of producing an article of 
wealth, satisfies this want directly. We conclude that 
all persons who perform services that satisfy human 
wants directly are engaged in production, just as truly as 
those whose efforts lead to creation of utility in wealth. 

Definition of production. — The complete definition of ;' 
production, then, is as follows: Production consists of 
(i) the creation of utility in wealth {or the production of 
wealth) and (2) the performance, by free persons, of serv- 
ices that satisfy human wants directly. Most of our study 
in the following chapters will be devoted to the first 
kind of production; i.e., the production of wealth. 

Man can produce nothing alone. — A moments thought 
will show that man alone can produce nothing. The 
farmer could not produce a single grain of wheat if the 
soil and the air and wmter did not furnish the materials 
and if all the forces of nature did not do their part. The 
factory could not turn out a single machine, if nature had 
not furnished coal and iron in the mines, timber in the 
forests, oil under the ground, and all the other materials 
that are used up on the finished product of the factory. 

Secondly, nian^s effort in the production of wealth 
would be very feeble and would produce small results, 
if he had to work only with his bare hands. To make 
labor, successful and productive, he must have tools and 
^machinery. This, is .the great difference between,. savage 
■ people and modern civilized nations. The , savage can 
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produce only a few rude necessities, because he works 
with almost nothing except his bare hands. On the 
other hand, to one who walks through a big factory, 
with long rows of whirring, noisy machines all about, 
with only an occasional workman here and there quietly 
attending to the machines, it seems almost as though the 
machinery were producing wealth of itself. 

The three factors of production.’’ — Thus, three 
different partners'^ are working together in the pro- 
duction of wealth — nature, man, and the tools and 
machinery which man uses to aid him. Economists call 
these partners the three factors of production and call 
them separately nature (or land), labor, and capital 
We shall study each of these factors in turn, in order to 
understand what part each performs in production. 

EXERCISES 

1. What is production? What are the two kinds of production? 
Explain the difference between them. Give an example of each kind. 

2. Explain (i) form utility, (2) place utility, (3) time utility. 
Give examples of the creation of each. 

3. State whether each of the acts in theiollowing ffst is or is not 
production, and give reasons: (i) a boy playing baseball, (2) the 
playing of a professional ball player, (3) the performance of a movie” 
actress, (4) a man climbing Pikes Peak, (5) a drug store clerk serv- 
ing soda water to customers, (6) a phonograph playing music. 

4. What would be the effect on production if nature did not do 
her part? If man did nothing? If there were no capital? 

5. Is a storekeeper a producer of wealth? Give reasons. 

6. Is a traveling salesman a producer of wealth? Give reasons. 

References for further study. — Carver, T. N,, Principles of 
National Economy pages 153-165; 256-264, Ely, R. T., 

Outlines of Economics^ Third Revised Edition (1916), pages 116-124. 
Seager, H. R., Introduction to Economics (1905), pages 59-60. 
Taylor, F. M., Principles of Economics (1921), pages 46-58; 81-88. 
Walker, F. A., Political Economy^ Third Edition (1888), pages 33-34. 
Min, J. S., Principles of Political Economy^ Book I, Chapter I. 


CHAPTER VIII 


NATURE’S SHARE IN PRODUCTION 

Is nature a stingy partner? — As we learned in 
Chapter I, very few of the things man wants are given 
him freely by nature. It might appear, therefore, that 
nature is rather stingy in her treatment of the human 
race. Nevertheless, the fact is that nature is the orig- 
inal source of everything. Man works hard; but, as stated 
in Chapter VI, everything that he has to work upon comes 
from nature, and at every step in production he is depend- 
ent upon nature. In this chapter we shall study nature’s 
part in production; and we shall find, perhaps, that 
nature is not so stingy after all. 

Nature furnishes the materials of wealth. — Nature’s 
•first service to production is in furnishing all the 
materials of wealth. A complete list of these materials 
would fill this whole book. We can only name some of 
the most important groups. From the land come all 
sorts of plants, — grains, fruits, vegetables, sugar, cotton, 
etc., — from which man obtains food and makes clothing. 
The forests yield lumber, tar, rosin, firewood, and other 
products. The waters furnish fish. And from the ground 
come coal, iron, gold, silver, and other minerals, oil, and 
countless other materials necessary for the production of 
wealth. Animals and birds, both wild and “domestic,” 
are an important gift of nature. 

The things man uses may bear little resemblance to 
anything furnished by nature. But no matter how much 
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man may have changed and shaped the iiiateriais, every- 
thing that he had to work on came originally from nature. 
For example, consider the shoes you are wearing. They 
were bought from the storekeeper, and he bought them 
from the manufacturer, who made them. But the manu- 
facturer could never have made the shoes if nature had 
not furnished cattle on the western ranches from which 
to get the leather. On southern plantations, nature pro- 
duced cotton which men made into thread td sew the 
shoes and into laces for fastening them. In some iron 
mine, nature gave the metal for the eyelets. And this is 
not the end. Before the manufacturer could even begin 
making shoes he had to have a factory. For his factory 
he called upon nature to furnish wood from the forest, 
iron from the mines, bricks, stones, and cement from the 
earth, and many other materials. For the machinery in 
his factory, nature had to give more iron and copper and 
wood. To make the machinery go he had to call upon 
nature for coal from the mines, water from the streams, 
oil from far under the ground, and so on. All of this 
was necessary that men might be able to fashion this 
pair of shoes. 

Nature furnishes motive forces. ~ Besides giving all 
the materials for wealth, nature helps man in the pro- 
duction of wealth by furnishing him with certain great 
motive forces. Suppose a man sets out to raise corn. He 
first clears the ground, removing stones and stumps and 
other obstructions. Then he must loosen up the ground 
by digging. After he has planted the seed, he must go 
over the ground to kill the weeds. At the proper time 
he must cut the corn, tear the husks from the ears, shell 
the corn from the cobs, and carry it to the barn where he 
keeps it, or to the market where he sells it. 

Animals. — If man does aU this himself it means 
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mucli hard labor. Merely digging up the ground takes so 
long that a man can cultivate only a very small field. But 
such slow, laborious work is not necessary. Nature is 
ready to furnish man with a motive force much stronger 
than his own body. So man soon learned to take the 
animals, horses, cattle, and others, and train and harness 
them. The farmer no longer digs up his field with the 
spade. With a pair of horses or a yoke of oxen to help 
him, he plows a field many times larger than he could 
dig up himself, and he does it much better. He also 
uses the strength of the animals to aid him to cultivate 
the field, to gather the harvest, to prepare it for market, 
and to carry it to the town. His power to produce wealth 
is thus increased many times over. 

Wind. — The second great natural motive force is the 
wind. The first use that men learned to make of the 
force of wind was in driving their ships upon the sea. 
Before that they had used their own muscular force, 
just as the first farmer used his bodily strength to dig 
up his field. Men built small boats and propelled them 
with paddles or oars. Even the great Greek and 
Roman ships of war and commerce were propelled by 
many slaves chained to their seats and straining over 
their oars. All this was changed when men learned to 
build sailing ships and let nature propel them by the 
force of the wind. Then it became possible to construct 
great ships that made the old canoes and even the 
Greek and Roman triremes look Hke toy boats. These 
ships could cross the ocean and bring huge cargoes from 
distant ports, which never could have been done by the 
old' method. 

To-day we do not see many sailing' ships, except' 
pleasure boats, because man has learned to make use of 
a still greater force of nature, wdiich wm shall study soon. 
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But the wind is still used in many parts of the world to 
drive mills and pump water. Many a farm in the middle 
western states of America has its windmill pumping 
water from a well, sometimes from hundreds of feet below 
the ground. Every picture of the farming country of 
Holland shows the curious-shaped windmills wiiich keep 
the land drained by pumping surface water into the 
canals. 

Water power. — Another great force is that of running 
or falling water. Before men had learned how to use this 
force, they had to grind their grain for food by hand, 
slowly and laboriously pounding it with a stone beater 
in a stone dish. Thus the Indian women wmrked long 
hours to grind the corn for their food, perhaps sitting 
right beside a running stream which was ready all the 
time to do their work for them. To-day one may go 
into many cities and villages and find flour mills built 
along the banks of the rivers. A few men and women 
tend the machinery, whereas hundreds could not have 
done the work if they had had to use only their own 
strength. 

Steam. — The greatest of all the natural motive 
forces which man has learned to use is that of steam. 
The discovery of how to harness this power and make 
it work by means of the steam engine was probably 
the greatest economic invention of the whole history of 
the world. The gigantic tasks which the steam engine 
easily performs made the results of the other motive 
forces — animals, wind, and water — look like child’s 
play. The whole process of producing manufactured 
wealth, in fact, the whole economic history of the wmrld, 
was changed by the steam engine. Where people had 
worked slowly in their homes or in little shops fashioning 
products by hand labor, great factories sprang up 
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employing thousands of men, women, and children. In 
place of a few articles of wealth, produced slowly and at 
great cost, thousands were turned out quickly and 
cheaply. Even the great mills run by water power were 
often displaced by factories whose machinery was driven 
by the steam engine. Factories no longer have to cluster 
along the banks of the streams. They may be built 
wherever their owners think best. 

The steam engine has worked its greatest wonders in 
transportation, on land and sea. We have seen what a 
great thing was the discovery of how to use the wind to 
drive ships. But the steamship soon proved to be far 
superior to the sailing ship. The latter had to struggle 
against head winds, it was driven off its course by storms, 
or lay helpless in a calm. The steamship goes when and 
where it chooses, almost regardless of wind and weather. 
It is much faster than the sailing ship. It took the 
Mayflower nine weeks to bring the Puritans to America 
in 1620. It was a successful trip for the best sailing 
vessel a hundred years ago if it crossed the Atlantic in 
two or three weeks. Now giant steam liners cross in 
five days and keep to their schedules almost as exactly 
as an express train. 

On land the steam engine worked equal wonders. 
Before its invention, transportation was by means of 
wagons and coaches drawn by horses, or by men traveling 
on horseback or on foot, or by small boats on the rivers 
and canals, driven by oars or wind or pulled by horses. 
What a change we see to-day! The whole country is 
crisscrossed with a network of railroad lines. Long trains 
of cars, loaded with thousands of tons of freight, and 
luxurious passenger trains are pulled swiftly and surely 
across the continent by powerful steam locomotives. 

Gasoline engines. — Steam is not the only gas whose 
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expansive power has been harnessed to aid man in Ms 
production of wealth, though so far it is the most impor- 
tant. The power developed by the explosion, of gasoline 
vapor has given us our gas engines and hence our auto- 
mobiles and airplanes. The gas engine is often used now 
instead of the windmill to drive wmter pumps. It is 
better because it is always ready to work whether the’ 
wind blows or not. The gasoline automobile is one of 
the great modern inventions. For pleasure driving it has 
largely taken the place of the horse-drawn carriage, and 
the gasoline truck for business purposes is rapidly driving 
the horse from the city streets and even from the country 
roads. On the water, swift gasoline motor boats are 
doing work that is not suited to the clumsier steamboat. 
The gasoline engine is the only motor light enough for 
use in airplanes. 

Electricity. — Electricity is another great motive force 
of nature. It is a force of great power and it is easily 
controlled. For many kinds of work it is superior to 
steam and other sorts of power. Its most familiar use is 
in driving the street cars in our cities and the 'Tnter- 
urban^^ trolley cars about the country. Electricity has 
also been used to take the place of steam on some of 
the regular railroads. Electric locomotives now draw the 
passenger trains out of New York city on several rail- 
roads, and they dravr the trains over some of the steep 
grades on the railroads that cross the Rocky Mountains. 
To tell of all the uses of electricity in the production 
of wealth would take us too long. We can mention the 
telegraph and the telephone, electric lighting and heating, 
electric fans for cooling the air in offices and homes, elec- 
tric stoves for cooking, electric trucks and automobiles. 

Electricity in usable form is not furnished directly by 
nature. It has to be generated by the use of some other 
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poweij as water or steam. Most of the electricity for 
our trolley lines and city lighting systems is produced in 
great power plants by means of steam engines. 

Coal. — Steam engines cannot run without fuel. Wood 
or coal or some other fuel must be burned under the 
boilers that generate the steam. Most of the steam 
engines of the world use coal. Every year millions of 
tons of coal must be dug out of the mines to keep the 
engines going. Is there enough coal in the world to keep 
man supplied with power forever? Certainly not. The 
coal is limited. How long will it last? Nobody can now 
say exactly. We know, however, that there is enough to 
last for a long time, although it is already necessary to 
dig deeper and work harder to get it. There is no need 
for worry now, but men are already beginning to ask 
what can take its place when we reach the end of the 
coal. 

What will take the place of coal? — Other fuels, such 
as wood, oil, and natural gas, are limited in quantity, 
just as coal is. 

It is very probable that men will make greater use 
of water power. This is possible now, since we have 
learned how to use electric power in so many ways. 
The trouble with the old water power mills was that 
they had to be located on the banks of swift streams. 
This often put them back in the hills, away from the 
cities where business was going on and where the people 
lived. One advantage of steam power is that the factory 
can be located anywhere. But now we can locate a great 
power house on a stream, whose water power generates 
electricity. The electricity can be sent through wires to 
distant cities and there used to run the trolley cars, .light 
the houses, and furnish power .to run machinery in the fac-. 
tories. , Many such power plants may be seen along the 
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streams of America and even more in certain European 
countries, as Switzerland, France, and Germany. The 
greatest development in the world is at Niagara Falls. 
The enormous force of the water going over the falls has 
been used to generate electricity which furnishes power 
in American and Canadian cities as far as 250 miles 
away. 

Nature may harm as well as serve man. — Nature does 
not bestow her gifts freely unless man does his part. Indeed, 
nature sometimes appears to be not a friend to man, but 
a cruel enemy. The wind, instead of driving his ship or 
his mill, may wreck his house, sink his boat, or destroy 
his life. The river, instead of furnishing power to do 
his work, may rush over its bank and destroy him. The 
rain, instead of gently ripening his crops, may utterly 
ruin them. The wild animals are capable not only of 
furnishing man food and clothing and of becoming docile 
servants; they may also fall upon him and kill him and 
destroy his possessions. Even the great power, electric- 
ity, long before it came to be man’s servant, was his 
deadly enemy, flashing out of the sky to burn and destroy. 

Civilization depends on knowledge of nature. — The 
whole progress of civilization has been the result of man’s 
learning about nature, understanding her laws, and 
slowly finding out how to make her serve him. The 
savage dreads and fears nature or even worships her as a 
hostile power. True, she furnishes him with whatever 
he has, but she does it grudgingly and she frequently 
lets him perish of famine and disease, or strikes him dead 
with her destructive power. Civilized man has learned 
to make nature his friend and his partner instead of his 
dreaded enemy. He has learned her laws, so that he can 
protect himself from her destructive forces. He has 
learned about her rich resources and her gigantic power 
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and how they may be grasped and harnessed to aid him 
in producing wealth to satisfy not only his necessities 
but the countless other wants which he feels and of which 

the savage never dreamed. j 4 

Man still has much to learn. He even now understands 
nature’s laws only imperfectly. He still suffers harm due 
to his ignorance. Nature is ready to be an even more 
bountiful, powerful, and willing partner as man learns 
better how to make her serve him. 

EXERCISES 

I. Give a list of ten important materials furnished by nature and 

Sinpfe?‘o'f“™ diSereM kinds of n.tusal motive forces 

"“3" “GriZplJS mSf« ?ot°s ;ha. « not now need 

" r Hot woSV.'t SyufSthenged if Hi.te were no s.e„ 
engines? State as many different ways as you can think 0 . 

5. Give as many examples as possible of the use you have made 

of electricity during the past week. ^ 

6. What would be the result in your city, town, or neighborhood 

if the supply of coal should give out? n , „ j 

7 Name substitutes which might take the place of coal and 
exNain how they would be used in your city, town, or neighborhood. 

^8. Give examples of recent harmful acts of nature of which you 
have personal knowledge. 

9. Lw are the harmful results of nature’s acts to be avoided? 

References for further study. - Carver. T. Pm^ciples oj 
National Economy (1921), pages 180-188; 226-235- 
Introduction to Economics (1905), pages 107-113- Wator, h- A., 
PoUlical Economy, Third Edition (1888), pages 39-43. Marshall, A., 
Principles op Seventh Edition (1916), pages 144 149. 


CHAPTER IX 



LABOR 

If production were left to nature alone. — When the 
first white settlers landed in New England, the whole 
company nearly perished of want in the very region 
which to-day is one of the wealthiest parts of the 
United States. Nature was the same then as now. 
But nature alone produced very little wealth to satisfy 
the wants of our colonial ancestors. Any one who has 
ever visited a tropical jungle has seen nature working 
overtime.’^ There may be mahogany and other choice 
woods in the forest, herds of wild animals roaming 
at large, nourishing wild roots and fruits, and gold and 
silver under the ground. Yet little is there ready to 
satisfy human wants. Nature alone, in a tropical jungle, 
is not much of a success as a producer of wealth. An 
abandoned farm furnishes a more familiar example. How 
quickly its productive power fades away when once the 
hand of man is removed! Weeds and briars choke the 
grass of the meadows and overrun the fields. The 
orchards dwindle and decay and their fruit becomes 
defective. 

Man must work with nature. — Important as the serv- 
ices of nature are, the fact is that, left to herself, she 
can produce very little wealth. Even the animals of the 
forest and the fish of the sea must be caught or killed 
before they can supply man^s wants. Timber from the 
forest and coal and iron from underground are obtained 
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only after much labor of man. When we consider a pair 
of shoes or an automobile, we easily see how much has 
to be done by man before nature's materials are made 
into these particular articles of wealth. Almost every- 
thing that nature gives requires some labor on man's 
part to make it into wealth ready to satisfy his wants. 
Wealth is the product of nature and man working 
together. Labor, then, is the second “partner" in pro- 
duction. By labor we mean what is done by human 
beings, and we might perhaps better call the second part- 
ner man, instead of labor. The word labor, however, is 
the term generally used in economics. 

Definition of labor. — Labor is an effort of man made 
wholly or partly for the purpose of production. 

Physical and mental labor. — People sometimes think 
of labor as meaning only bodily, or physical, labor. Thus 
the expression “laboring men" commonly means only 
those who perform bodily labor, such as gathering har- 
vests, loading ships, or digging ditches. And we do not 
conimonly think of the banker, the lawyer, or the teacher 
as a “laboring man." But this is not the correct meaning 
of labor in the science of economics. Labor includes not 
only bodily exertion, but also brain work of all kinds, 
thought, planning, overseeing, and directing. These two 
kinds of labor are termed physical and mental. 

These two kinds of labor are not entirely separate. 
They always go together. Even the simplest kind of phys- 
ical labor requires some small amount of thought. Men 
who work in gangs digging ditches in the city streets or 
shoveling earth along the railroad track are using some 
thought. Such work could not be done alone by horses 
or other animals, although their bodily strength is greater 
than that of man. Man's labor requires some intelligence, 
some mental effort, which the animals cannot give. On 
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the other hand, there is no labor that is purely mental. ^ 

The banker and the lawyer have to use their hands in 
signing letters, handling papers, etc. The teacher, the 
artist, the musician are all doing work that is partly 
physical. In some labor, the mental effort predominates, 
in other cases, the physical. When mental labor is spoken 
of, that labor is meant in which the brain work is the 
important part. Physical labor is that in which the 
bodily effort is the chief thing. The word labor always 
includes both kinds, the mental as well as the physical. 

Different kinds of labor. — It is the labor of men and 
women, boys and girls, which is the second partner in 
production. This is what occupies most of the active 
hours of the human race. Try to picture some of the 
different kinds of labor that are going on every day. 

On the farms men are laboring, working with nature, 
to produce the harvests. In the forests men are cutting 
timber and sawing it into lumber or cutting it into fire 
wood. Down in the mines, the miners are getting out 
coal and iron and other minerals. From the farms and 
forests and mines wealth is being carried by truckmen, 
boatmen, and railroad workers to elevators, mills, and 
factories, near by or in distant cities. In thousands of 
factories men, women, and children are laboring to make 
every imaginable article of wealth: food, clothing, and 
every luxury that man desires. In the stores, merchants 
and clerks are distributing wealth to the people who 
are to use it. In the great city office buildings and 
in the small towns and villages we find bankers and 
lawyers, managers and employers, clerks and steno- 
graphers, all laboring on some stage of production. 

In the hotels and restaurants and in the homes, people 
are busy preparing and serving food, and proxdding and 
caring for various other necessities and comforts of life. 
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It may perhaps seem at first that some of these people 
have very little to do with the production of wealth. It 
is true that the employer, the lawyer and the stenographer 
do not actually handle wealth as do the farmer and the 
storekeeper. But their labors are no less a part of pro- 
duction, since without their part the work of the others 
would be less productive or would cease entirely. 




Two PaODUCEKS OF PlONEEF DaYS: THE PLOWMAN AND THE GuAilB 

There are other workers that seem still more remote 
from the production of wealth. What do the policemen 
do, the judges, the army and navy, the teachers, the 
scientists and inventors? Do they have any part in the 
production of wealth? Most certainly. The army and 
navy, so far as they are necessary to protect the country 
from invasion by foreign enemies, make it possible for the 
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other workers to go about the business of production 
undisturbed. In the early days in America, it was 
sometimes necessary for certain men to stand guard 
while others worked in the fields. This was to protect 
the workers against attack by the Indians. The men who 
stood guard were working in the production of wealth 
just as much as those who gathered the harvest. 

In the same way the policemen protect the workers 
from disturbance and attack and they protect wealth 
from robbery and destruction. Thus they are laboring 
in production. Lawyers and judges, who settle disputes 
about ownership of wealth, are helping in the produc- 
tion of wealth. In places where courts are good and the 
police protection is efficient, the production of wealth goes 
on much better than in some wild, frontier place, where 
there is no protection against robbers and murderers and 
where disputes about the ownership of wealth are settled 
by violence. 

Some laborers are not engaged primarily in production 
of wealth. These are the persons who perform services 
that satisfy human wants directly, such as actors, musi- 
cians, and professional baseball players. These persons, 
as we learned in Chapter VII, are performing productive 
labor, which may be no less useful and important than 
that which produces wealth. In the present part of our 
study, however, we are mainly interested in the labor 
that leads to the production of wealth. 

Efficiency of labor. — Some laborers are more efficient 
than others. By the efficiency oj labor we mean its power 
to produce. Let us study the qualities that make labor 
efficient. First come health and bodily strength. Next 
comes a keen and active mind. Another important 
quality is interest and ambition. The worker who 
takes an interest in his work, who is eager to make 
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it as good as possible, who is ambitious to produce more 
and to rise to a better position, is the one whose 
labor is efiicient and produces much. A certain amount 
of education and technical knowledge is necessary for 
every job. The machinist must acquire special knowl- 
edge by study and experience before he becomes an 
expert. The telegraph operator must have another kind 
of knowledge. Every good worker must “learn his trade.’’ 

Efficient and inefficient laborers. — People are not all 
alike in these qualities that make for efficient labor. 
Some are weak, some strong, some lazy and ignorant, 
some keen and well educated. There are men who are so 
lazy and shiftless and ignorant that they cannot do any- 
thing well. They are not good for much as producers. 
People say they “aren’t worth their salt.” They are 
inefficient. On the other hand there are men in every 
town who are efficient. They are well and strong bodily, 
they have keen, wide-awake minds, they have been well 
educated, they have learned the technical knowledge 
necessary for their jobs, they are ambitious. Such men 
perform their work well, and they usually rise to posi- 
tions of importance and responsibility. 

The amount of wealth produced in any country depends 
largely on the efficiency of its labor. One reason why 
America has been so prosperous and has been able to 
produce such huge quantities of wealth is because her 
labor has been so strong, intelligent, and ambitious. One 
reason why certain uncivilized parts of the world remain 
poor is that the native laborers are so Ig^y, ignorant, and 
generally inefficient. 

EXERCISES 

1. Is wealth ever produced without labor? 

2. Explain the dMerence between labor and play. Give examples. 
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3. State whether each of the acts in the following list is or knot 
labor, and give reasons: (i) a boy playing baseball, (2) the playing 
of a professional ball player, (3) the efforts of a burglar to “crack” 
a safe, (4) the unsuccessful efforts of firemen to save a burning house, 
(S) the work of a dray horse, (6) the work of a billboard painter, 
(7) the work of a school teacher, (8) the work of writing the answers 
to exercises in this book, (9) a. judge deciding cases in court. 

4. 'Name some examples of labor which is not at all disagreeable. 

S- Name some examples of disagreeable effort that is not labor. 

6. Why do we call brain work labor? 

7. Explain the difference between efficient and inefficient labor. 

References for further study. — Taussig, F. W., Principles of 
Economics, Third Revised Edition (1921), Vol. I, pages i5“29. 
Seager, H. R., Introduction to Economics (1905), pages 120-125. 
Walker, F. A., Political Economy, Third Edition (1888), pages 44-56- 
Marshall, A., Principles of Economics, Seventh Edition (1916), pages 
173-219. 


CHAPTER X 

COOPERATION IN LABOR 

The “barn-raising.” — In the pioneer days on the 
frontier there was an institution called the “barn-raising,” 
still found in some country districts. When a barn was 
built the heavy timbers of the frame were first made 
ready. Then on a certain day the men and boys of the 
whole neighborhood gathered to “raise” them and fasten 
them together, thus erecting the frame in its place on 
the foundation. The performance was often an important 
social event, accompanied by eating, drinking, and a gener- 
al good time. Besides being a social event, the “raising” 
illustrated an important principle of economics. 4 
which would have been quite beyond the power of the 
builder of the barn alone, became easy when a number 
of men combined. 

Advantage of working together. — In many kinds of 
work it is advantageous for two or more persons to work 
together, because they are thus able either to perform 
tasks that would be impossible if they worked separately, 
or to produce a greater result than could be accomplished 
by the same number of men working separately. 

Definition of cooperation. Two kinds. — The working 
of two or more persons together in production is cooperation. 
There are two kinds of codperation: (i) Simple coopera- 
tion is that in, which the several workers are all performing 
the same kind of work, ( 2 ) Division of labor is cooperation 
in which the workers are performing dijferent tasks ^ or 
different parts .of the, same task. 
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Division of labor. — The examples given so far have 
been of simple cooperation. A good example of divi- 
sion of labor is the cooperation of a bricklayer and a 
hodcarrier. They work together to build the house, but 
they perform different parts of the task, do different kinds 
of work. This is quite different from simple cooperation, 
in which all are doing exactly the same kind of work. 
Other common examples of division of labor are the 
motorman and conductor on a trolley car; principal, 
teachers, pupils, and janitor in a school; a baseball 
nine when the opposing team is at bat. 

Savages have little division of labor. — Among savage 
people, all the men do about the same things. They all 
fight, hunt, fish, and make their weapons. There may 
be simple cooperation, but there is very little division 
of labor, the one important example being the division 
of different tasks between the men and the women. 
While the men are engaged in hunting and in fishing, 
the women attend to the huts and prepare the food. 
Among such primitive people each family must generally 
produce everything it wants. This kind of industry 
is laborious and unproductive, and such people never 
can have much wealth to satisfy their wants. 

Modern division of labor. — In modern civilized 
countries everything is different, owing to the fact that 
there is division of labor. Nobody to-day tries to pro- 
duce everything he requires to satisfy his wants. Each 
worker now has his own job, or trade, or profession. 
Occupations are separated into hundreds of different 
kinds of work, and in each occupation the workers center 
their activities on just one thing. One can easily observe 
this by looking about in any small town. Some men are 
carpenters and work all day at that single trade; others 
are blacksmiths, bricklayers, or plumbers. The plumber 
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does not work at carpentry, and the carpenter does not 
even put the water pipes into his own house. Other men 
are merchants, lawyers, doctors, teachers. Once in a 
while, it is true, we find some man who works at many 
trades. Such a man we call a ^^jack of all trades, but 
there are generally only a few such in any village. 

In a large city, division of labor goes still further. 
Each industry is split up into different parts. The black- 
smith no longer does all the different things which the 
village blacksmith does. Horseshoes are made by one 
set of workers; horseshoe nails, by an entirely different 
set. Besides the “general store’’ handling all kinds of 
goods, we find clothing stores and grocery stores, book 
stores and shoe stores, and numerous others. The phy- 
sician’s profession is split up among specialists. We have 
eye doctors and throat doctors and surgeons who spend 
all their time on certain kinds of operations. In like 
manner, we have corporation lawyers, patent lawyers, 
railroad attorneys, and others. 

A visit to a modern factory will show how far the divi- 
sion of labor has been carried. Thousands of men, 
women, and children work together in the same building, 
each performing one small task over and over again. 
Down in the basement engineers tend the engines which 
furnish the power, and stokers keep the coals hot under 
the fires. In the office we find bookkeepers, clerks, and 
stenographers. A boy runs the elevator, teamsters and 
chauffeurs drive wagons and trucks about the yard; and 
on different floors we find different kinds of machines 
and difl'ereiit workers, each performing one process on a 
particular kind of machine. 

Advantages of division of labor. — The important 
thing about the division of labor is that it causes a great 
increase in the .amotmt £>/ produced. There are 
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many reasons for this increase. First, division of labor 
permits of greater skilL When a man works at one 
simple task alone, he becomes much more skillful at it 
on account of the practice he gets. A professional ball- 
player would never become so skillful if he had also to 
work on a farm and handle a machine in a factory. By 
devoting all his time to his one trade he is able to become 
an expert. The ordinary factory worker displays wonder- 
ful skill and swiftness. This is the result of the long 
practice he has had at his particular task. 

Second, division of labor makes it possible to learn a 
trade in a shorter period of time. Formerly boys were 
apprenticed to a trade, and it took several years to train 
a professional workman. To-day, boys and girls working 
in a factory can, in a few weeks, learn to perform some 
small task very well. 

Third, division of labor secures economy of tools and 
machines. The village carpenter must have in his shop 
a great many different kinds of tools and machines, but 
he can use only one at a time, while the rest lie idle. In 
a great factory all this is changed. Each man works 
with one particular tool or machine. The others are 
being used by other men, and all are kept continuously 
employed. 

Fourth, division of labor prevents loss of time through 
the workers changing from one job to another. This is one 
of the difficulties bn the farm, where it is possible to 
have only a small amount of division of labor. The farm- 
er has to lose a great deal of time going from milking 
to plowiag, and to all the other kinds of work that must 
be done during the day. Where there is division of labor, 
this loss is greatly reduced. 

Disadvantages. — On the other hand there are some 
disadvantages. Doing one simple thing over and over 
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becomes monotonous and tiresome. Some people fear the 
effect on the workers. They fear that their minds are 
being deadened, or that they have become so specialized 
that they cannot easily turn to other work when they 
lose their jobs. There is, however, little evidence to sup- 
port the fear of mental decay. As to learning another 
trade, the facts are just the reverse. Modern division 
of labor makes it easier for workers to go from one occu- 
pation to another. A worker in a watch factory could 
take up work in an automobile factory much easier than 
a man who made a whole watch could learn to make an 
automobile. The disadvantages of division of labor are 
not very serious and are far outweighed by the incalcu- 
lable gain of increased production. 

What is an economic law? — One of the great economic 
laws may now be formulated. What is an economic law? 
One naturally thinks of a law as a rule of the government 
saying what people shall or shall not do. In science a 
law is something quite different. For example, the ^Taw 
of gravitation,^^ a law of the science of physics, states that 
there is a force which tends to cause all bodies of matter 
to move toward each other. It is this force which tends 
to cause bodies to fall to the earth. Notice that the law 
of gravitation does not state that all bodies are actually 
falling to the earth. In fact, if we look about us we may 
see very few bodies falling to the earth and we may see 
numerous bodies up in the air and neither resting upon the 
earth nor falling to it. What the law of gravitation states 
is that bodies tend to fall to the earth. This means there 
is a force that will always make any body fall to the 
earth if some other force does not counteract it. An 
airplane does not fall to the earth, because other forces 
are working against the force of gravitation. The airplane 
will certainly fall just as soon as its motor stops. So 
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a bird will fall just as soon as it is shot and unable to 
use its wiiigs. We use the word “tend” in a scientific 
law to mean that a certain result will always follow 
a certain cause, unless some other force interferes. 
We have then this definition: A scientific law is a state- 
ment of the necessary relation between things, or a statement 
of the effect which always tends to follow a certain cause. 
Every scientific law is a statement of a tendency; that is, 
a statement that certain results would always follow if 
certain conditions were fulfilled. When the conditions are 
not fulfilled, the result does not necessarily follow. Every 
science has its appropriate laws. Thus in the science of 
economics we have economic laws. 

The law of cooperation. — The economic law of cooper- 
ation may be stated as follows: When two or more per- 
sons work together, the production tends to he greater than 
when each works separately. Simple cooperation tends to 
increase the production somewhat; division of labor tends 
to increase it still more. 

Division of labor causes dependence on others, — An 
important result of the division of labor is that most 
people spend nearly all their time in making things for 
which they have no need themselves. The farmer, it is 
true, raises a good deal of his own living from the farm, 
but even he produces much more corn and wheat, milk 
and meat, than he needs for himself. Most of what he 
produces he sells to others. Most people use very little 
of their own product. A workman in a shoe factory may 
help to turn out thousands of pairs of shoes in a year, 
but not more than two or three pairs will be for his own 
use. Many workers spend all their time making wealth 
for which they never have any use themselves. A man 
v^rho works in a factory which makes ladies’ shoes only, 
will never have any use for the wealth which he produces. 
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A workman in an automobile factory may never own an 
automobile. It follows that almost everything man wants 
has to be made for him by other people. This makes 
him dependent on others. 

Territorial division of labor. — There is division of 
labor not only among different people, but between differ- 
ent parts of the country. This is called territorial divi- 
sion of labor. Certain parts of the country are devoted 
to agriculture. The great farming states of the middle 
west raise wheat and corn, cattle and hogs, to furnish 
food for the whole country. Certain cities in the United 
States are devoted to particular kinds© of manufacture. 
When one hears of Detroit, one thinks at once of the 
manufacture of automobiles. In some parts of the coun- 
try men are occupied in mining coal and iron, while gold 
and silver mines are found in still another part. Cotton, 
which is manufactured into clothing in the factories of 
New England, is raised in the states of the south. 

International division of labor. — There is also inter- 
national division of labor. Wheat, which is raised in the 
United States, in South America, and in Australia, is sent 
to feed the people of many other nations. Coffee, which 
is produced in Brazil, is sent to the breakfast tables of 
the whole world. Diamonds are obtained from the mines 
of Africa. Each country has its own industries, from 
which it has a surplus to send to other countries, and 
each couptry in turn has to get certain things, which it 
needs and does not produce itself, from other lands. 

Division of labor requires transportation and trade. — 
It can easily be seen that all this dhdsion of labor is 
possible only when we have transportation by means of 
railroads and steamships, which carry the things made in 
one place to other places where they are needed. Trade 
also is necessary, by which the products of one man may 
' ' '''E. Es.'Econ. — 6 
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be sold to others whose wants they supply. And there 
must be markets, where every person can buy the things 
which he needs, things which have been produced by 
hundreds and thousands of other people the world over. 
We shall study about trade and transportation and 
markets in later chapters in this book. 

EXERCISES 

1. Give five examples, not named in the textbook, from your own 
personal knowledge, of simple cooperation. 

2. Explain how each of the acts of cooperation named in the 
answer to Question i made human labor more productive. 

3. Give five examples, not named in the textbook, from your 
own personal knowledge, of division of labor. 

4. Explain how division of labor increased production in each of 
the cases named in the answer to Question 3. 

5. What is a scientific law.^ . Give some examples not named in 
the textbook. 

6. What is the difference between a scientific law and a law of 
government? 

7. Explain the economic law of cooperation. 

8. State some things of which you would be deprived if there 
were no territorial division of labor. 

g. Name some persons of your acquaintance who would lose their 
present positions if there were no territorial division of labor. 

References for further study. — Marshall, L. C. and Lyon, L. 

American Economic Organization (1921), pages 127-206. Mill, 
J. S,, Principles of Political Economy, Book I, Chapter VIII, 
Taussig, F. W., Principles of Economics, Third Revised Edition 
(1921), Vol. I, pages 30-47. Seager, H. R., Introduction to Eco- 
nomics (1905) , pages 137-142. Carver, T. N., Principles of National 
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Economy, TNixA Edition (1888), pages 56-61. Ely, R. T., Outlines 
of Economics, Third Revised Edition (1916), pages 1 24-1 29. 
Marshall, A., Prmciples of Economics, Seventh Edition (1916), 
pages 29-37; 250-277; 314-322. 


CHAPTER XI 


CAPITAL AND CAPITALISTIC PRODUCTION 

The third ^^partner’’ in production. — This chapter 
tells how w^ealth serves as an aid in the production of 
more wealth. Nature and man seldom work entirely 
alone in production. Certain tools, instruments, and 
machines are nearly always present. Man calls nature 
to Ms aid in the furnishing of motive forces, but domes- 
tic animals can do nothing without certain instruments — 
such as plows and wagons. Nature cannot serve man 
through the power of the wind except by means of wind- 
mills or ships. The application of steam power and elec- 
tricity necessarily requires steam engines, motors, and all 
the complicated machinery of the modern factory or 
railway system. Even in the simplest tasks, where man 
is working almost alone with nature, some tool, such as 
a spade, a scythe, a rake, a fishing net, or a bow and 
arrow, is necessary. Therefore, the successful produc- 
tion of w^ealth requires not only the contributions of nature 
and the labor of man, but also certain articles of wealth, 
w'hich we call ca pJ ial. The term capital is used in econom- 
ics and business in three senses, and it is necessary to 
haA^e a clear idea of each of these meanings of the word. 
For the present we are concerned with the first meaning 
only, for which we have this definition: Capital consists 
■of all ivcallh except land {land being understood to include 
also the water and all natural resources, in short, nature). 
This is to say, capital consists of produced w’^ealth. The 
other meaiiings of the term capital will be studied later 
(Chapter ^ XIII) 
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Prodtiction without capital. — The importance of capU 
tal will be easily understood if we try to picture the condi- 
tions under which wealth would be produced without the 
aid of capital. One can hardly conceive of men getting 
even the necessary food to keep them alive with nothing to 
work with but their bare hands. The earliest primitive man 
probably did this at first, but it must have been a laborious 
and discouraging task. The best he could do was to find 
and pick wild fruits and berries, and perhaps occasionally 
catch birds, animals, or fish with his bare hands. Real 
hunting, without any instruments for catching and kill- 
ing the game, was, of course, impossible. The same was 
true of fishing without hooks, lines, or nets. Farming 
could not be carried on without tools. The early settlers 
in America had a hard enough time at first, although 
they brought a variety of tools and instruments with 
them. If they had been set ashore without such aids 
in the battle of life, it is likely that not a single one would 
have survived. 

The beginning of capital. — Little is known about the 
beginning of capital. Its use must have originated ages 
ago among primitive men. In some way the savage man 
must have conceived the idea that he could kill more 
game if he had some sort of weapon. Probably he first 
tried a stick or club. Then came the notion of a spear. 
To make it would take time from his hunting. But one 
day his luck was good and he brought home a big supply 
of food. Resisting the temptation to eat it all at one 
grand feast, he laid aside enough to keep him for a day 
or two. During these days he did not have to hunt. 
He devoted them to the labor of making a spear. His 
wisdom was proved in the next day’s hunting, when he 
found that with his new weapon he could in a few hours 
get more game than in a whole day before. It was now 
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easier to lay up extra food, and he spent a few days 
making a bow and arrows. Again the result was an 
increase in the product of his hunting. In the course of 
time, there followed nets for catching fish, the catching 
and training of animals, and rude instruments to scratch 
up the ground for a simple kind of farming. 

Of course no one savage man did all this. We are 
merely trying to picture the probable way in which the 
first crude capital appeared and how it was slowly 
increased and improved during many generations of 
prehistoric men. 

Modern capital. — In modern times the development 
of capital has been enormous, and to-day there is almost 
no such thing as the production of wealth without the 
use of capital. The following table contains an estimate 
of the total wealth in the United States, namely, 
$284,457,000,000:^^ 

Estimated Wealth of the United States 
(ill millions of dollars) 


City real estate and mines 87,801 

Farm real estate 59? 900 

Live stock 9,986 

Farm implements and machinery 2,907 

Agricultural products 13,242 

Gold and silver coin and bullion 3,838 

Railroads and their equipments 12,830 

Public service plants and equipments 11,767 

Mining products 2,346 

Manufacturing machinery, tools, etc 12,002 

Manufactured products 43,461 

Imported merchandise 1,71a 

Automobiles 4,380 

Clothing, personal ornaments, furniture, etc 18,278 

Total. 284,457 


* Wilford I. King, Jour, Am, SiaHsiical Ass’n. Sept. 1922, p. 522. 
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Capital depends on saving. — Let ns go back again to 
our primitive man, in order to learn more about the 
nature of capital. In order to have capital, lie had to 
have more food than he needed to satisfy his necessities, 
and he had to forego the pleasure of immediately con- 
suming his whole supply. He had to make the sacrifice 
of saving. This is one of the important facts about capi- 
tal. If ail persons used up, for the satisfaction of their 
immediate wants, everything they acquired, there would 
be no capital. Capital is accumulated only out of the 
surplus which can be spared after the satisfaction of 
immediate wants. This requires saving. 

Our present mass of capital is the result of the savings 
of many thousands of people. Whenever any one saves 
something from his wages or salary or other income and 
puts it in the savings bank, or buys stocks or bonds, or 
lends it to some one in business, just so much has been 
added to the fund of capital. Capital is likewise accumu- 
lated when the business man saves something out of his 
profits and uses it to enlarge his business plant, to build 
an addition to his factory, to add to the stock of goods 
in his store, to buy new machinery, or in any other way 
“to put it back into the business.’’ The farmer accumu- 
lates capital when he saves out of his profits to build a 
new barn or buy new machinery. Thus, on every side 
men and women, rich and poor, are saving and adding 
to capital, some using their own capital, some entrusting 
it to others through loans and investments. 

Production with capital is a roundabout process. — 
The experience of our primitive man brings out another 
important truth about capital. What he most desired 
was food; namely, the game he killed. Yet he spent a 
whole day doing no hunting at all, hut making a spear. 
He could have obtained some food that day if he had 
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hunted, instead of making the spear. He did not seek 
his food directly, but went after it in a ^^roundaboiit way.” 

A modern example. — This characteristic applies also 
to modern production. One seldom proceeds in the most 
direct way to produce the thing he wants. A series of 
things is first made whose only purpose is to aid in finally 
turning out the desired product. For example, men do 
not make shoes directly from the material's furnished by 
nature. In the first place, some men must dig into the 
earth and bring up iron. This does not mean that shoes 
are made of iron. Others dig into other mines and bring 
up cbal, although nobody is so foolish as to think shoes 
are made of coal. The coal is shoveled into furnaces 
in factories. Iron is brought to the factories, is treated 
in various ways, and is then made into machinery. With 
cement, brick, and wood, a shoe factory is built, in which 
the machinery is installed. Here, also, are brought leather 
and numerous other materials which have been produced 
by various processes, in different parts of the country. 
Finally, the workers in the shoe factory turn out the shoes, 
which are the real product sought through all this long 
process. We thus see what we mean by capitalistic pro- 
duction and why we call it a roundabout process.” 

Two ways of satisfying human wants. — It is evident 
that in this roundabout process a great many articles of 
wealth are produced which cannot directly satisfy any 
human want. No one could get any direct satisfaction 
from the use of shoe-making machiner}^ Such machinery 
is wanted only because it will aid in the production of 
shoes. It appears, then, that wealth satisfies human 
wants in two ways, either directly 01 indirectly. Food 
satisfies directly the want of nourishment, or hunger. 
Such things as clothing, dwelling houses, baseball bats, 
touring cars, and pearl necklaces are desired because they 
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satisfy directly certain, human wants. On the other hand^ 
we desire plows and sewing machines, but not in the same 
way as we desire bread or jewelry. Plows and sewing 
machines satisfy directly no human want, but they can 
be used to produce other kinds of wealth which will 
give direct satisfaction. This is what we mean by 
satisfying human wants indirectly. All such articles as 
machinery, tools, and materials, whose only purpose is 
to aid in the production of other kinds of wealth, are 
called intermediate goods. 

Wealth that satisfies wants only indirectly . — A sur- 
prising portion of the world’s wealth consists of these 
intermediate goods, incapable of serving us in any direct 
way. Almost all the wealth of a manufacturing city 
would appear utterly unable to satisfy directly any want 
of men. The great factory buildings, full of machinery, 
are simply instruments which serve in the production of 
other articles of wealth. The warehouses and stores, 
railways, and office buildings, are for the same purpose. 
Many of the most useful materials which nature fur- 
nishes are in this class. There is no want which can be 
satisfied directly by iron. The use of iron is to be made 
into things which may satisfy our wants, either directly, 
as, for example, skates, or indirectly, as tools and machin- 
ery. A great part of modern industry is engaged in 
making things whose only purpose is to aid in the pro- 
duction of other kinds of wealth. This is true of mining, 
of logging, and of much manufacturing. Whole factories 
are devoted to the manufacture, not of food and clothing 
and articles for the enjoyment of man, but simply tools 
and machines. Machines are even made, the only 
purpose of w^hich is to make other machines. 

Some capital satisfies wants both directly and 
indirectly. — It must not be supposed, however, that the 
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capital which serves for the production of wealth is 
never able to serve man directly. Many kinds of capi- 
tal, while they aid in the production of more wealth, are 
at the same time directly satisfying human wants. One 
of the most important of these is food. Just as a steam 
engine cannot run without coal, so the human machine 
must be supplied regularly with food. But the food we 
eat is at the same time satisfying one of our most impor- 
tant wants. In like manner the buildings in which a 
a gang of workmen are housed when at work are 
instruments of production while also satisfying the want 
of shelter. 

Almost all wealth aids in the production of more 
wealth. — In fact, nearly every kind of wealth that satisfies 
directly the wants of mankind is also aiding in the pro- 
duction of more wealth. This is true of all wealth in the 
form of schools and colleges, where boys and girls and 
men and women are being trained for the productive 
work of life. Even many of the instruments of sport 
and recreation, which at first seem to be the very oppo- 
site of productive capital, are still useful for the produc- 
tion of wealth. In order to be an efficient worker man 
must have rest, exercise, and recreation. When the busy 
lawyer, manufacturer, or merchant leaves his office, 
gets into his automobile, and goes out for an after- 
noon on the golf links, he probably does not think 
of his clubs, his automobile, or the golf course as being 
employed in the business of producing wealth. As a 
matter of fact, these things are promoting his health and 
making him a better worker. They are, therefore, serv- 
ing in the production of wealth, along with the factory 
or office building where he spends his working hours. 
The only kinds of wealth which do not thus serve are 
those which satisfy man’s wants without doing anything 
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Cutting Girain with a Cradle ^O undergo the sac- 

rifice of saving, to 
wait patiently during the long roundabout process of 
production, to devote so much of their labor and capital 
to the production of intermediate goods, which can never 
give them any direct service? The answer is that in the 
long run they thereby get a greater abundance of the 
things that do serve them directly. The roundabout capi- 
talistic process is more productive. It was this that led 
the primitive man to deny, himself present pleasure, to 
save some of his food, to labor on the production of a 
spear. The' result was that he was able to secure an 
abundance of food and other enjoyable things which 
otherwise he never could have had. 

A more modern example is the great farming district 
of the Mississippi valley, which was settled by a hardy 
body of pioneers, thrifty and intelligent, but possessed 
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of little capital. At the beginning, in spite of strenuous 
efforts, they raised only meager crops. Yet, from even 
those scanty harvests, they saved something, though 
saving meant heavy sacrifice. They saved because they 
wanted capital with which to increase the product of 
their farms. Sometimes they borroAved money to buy 
capital. Gradually they acquired better plows and 
wagons, up-to-date harvesting machinery, bigger barns, 
and improved breeds of stock. All this required saving, 
either at the start or later when interest payments were 
made and loans repaid. It was a roundabout process 
for obtaining the enjoyments of life. It involved tying 
Avealth up in intermediate goods, but it finally brought 
better and bigger crops, and a greater satisfaction of 
•wants. Many of the pioneers became wealthy men, were 
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able to live their later years in comfort, and left re- 
spectable fortunes to their children. Without the sacrifice 
and saving which made possible the capitalistic method 
of production, they and their children might have com 
tinned to struggle, throughout their years, for the bare 
necessities of life. 

Conclusion. — Capital, then, is worth all it costs of 
sacrifice and saving. The whole modern system of pro- 
duction rests upon capital. There is no possible way of 
calculating the increased productivity of industry due to 
the use of capital. But there can be no doubt that, 
except for its use, modern civilization would have been 
impossible and the human race would still be in a state 
of savagery. 

EXERCISES 

1. What did Robinson Crusoe have in the way of capital? How 
different would the story have been if he had had no capital? 

2. Can you think of any worker of your acquaintance who does 
not use capital in his work? 

3. Name ten important kinds of capital used in industries in 
your own city, town, or neighborhood. 

4. Explain the difference between direct and indirect satisfaction 
of wants, 

5. Name some articles of wealth that satisfy wants directly only; 
indirectly only; both directly and indirectly. 

6. Why does it pay to produce things that cannot directly satisfy 
any human wants? Have you ever made anything of that sort 
yourself? If so, why? 

7. What are some of the reasons that lead people to postpone 
immediate satisfaction of their wants? Give some examples. 

References for further study. — Marshall, A., Principles of 
Economics, Seventh Edition (19x6), pages 220-239. Walker, F, A., 
Political Economy, Third Edition (1888) , pages 61-69. Seager, H. R., 
Introduction to Economics (igps), pages 125-128; 130-136. 

Carver, T, N., Principles of National Economy (1921), pages 189-212. 
Taussig, F. W., Principles of Economics, Third Revised Edition 
(1921), VoL I, pages 67-79. 



CHAPTER XIT 
BUSINESS ORGANIZATION 

Three classes of workers. — • With only a few 
exceptions, all mankind who are mentally and physically 
able to work are engaged in production. As a result of 
the division of labor in modern industry, the workers 
are divided into three great . classes. 

(1) Independent workers. — The independent workers 
are those who do not work for wages or salaries from other 
persons, and who either do not pay wages or salaries to 
others or at most employ only a few assistants. They 
plan their own work and receive their pay from those to 
whom they sell the products of their labor or for whom 
they perform services. Lawyers, doctors, dentists, poets, 
authors, and artists belong to this class. The \illage 
shoemaker, tailor, blacksmith, and small storekeeper are 
generally of this class; also the small farmer and truck 
gardener. Carpenters, masons, dressmakers, and others 
are often independent workers. 

(2) Employers. — Employers are those who hire workers 
to labor under their direction and pay them wages and 
salaries. Most business men belong to this class. Manu- 
facturers, merchants, and contractors, master carpenters, 
master masons, master plumbers, owners of railways and 
steamships, and countless other kinds of business men 
and women belong to the employer class. Farmers who 
hire farm laborers to work for them are in this class. 
The government of the United States, the state govern- 
ment, the county, the city, and the town are also 
employers of labor. The employers are a very im- 
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portant class in modem capitalistic production. They 
bring capital and labor together to work with nature in 
producing wealth. They take the responsibility and the 
risks. They are the organizers, the ''captains of indus- 
try.^^ For these reasons the employers are often called 
entrepreneurs^ a French word which means those who 
undertake direction and responsibility. 

(3) Employees. — Employees are persons who work for 
wages or salaries. They work under the direction of the 
employers, from whom they receive their pay. This is 
by far the largest class of all. Men, women, and chil- 
dren working in factories, clerks in stores, farm hands, 
stenographers, teachers, and many others are in this 
group. In economics we use the term wages to include 
both wages and salaries; i. e., w^e regard salaries as a 
form of wages. 

Capitalists: ^'Capital and labor.’’ — A capitalist is a 
person who owns a considerable amount of capital. He may 
belong to the employer class or possibly to the leisure 
class. In the first case, he is using his capital himself 
in business. In the second case, he does not engage in 
business himself, but hands his capital over to other 
persons, by investing or lending, and these others use 
his capital in business and pay him an income for its 
use. It is possible for an independent worker or an 
employee to be a capitalist; sometimes a man owns some 
capital but still works for himself or hires out for wages 
or salary, either because he prefers to or because he does 
not have enough capital to live on its income. But the 
employee class, as a whole, usually has very little capital. 
People sometimes speak of the capitalistic class ^ by which 
they generally mean the leisure and employer classes, as 
distinguished from the laborers, ox labor classr^^ T 
words " capital and labor are often so used. 
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111 connection with the use of capital there are three 
types of business organization: the individual hisiness 
man, the partnership, and the corporation. 

Individual business men. — ■ The individual business 
man has a business owned by himself. He may own also 
the land and buildings and other wealth which he uses 
in his business, or he may rent land or buildings or 
machines. In the latter case he pays rent to the owners 
of such land or capital Or he may borrow money with 
which to buy wealth to use in his business. In that case 
the land and capital belong to him, but the capitalists 
who lent him the money have a property right in his 
business, and he pays them interest. The individual busi- 
ness man also pays money for wages and salaries and for 
materials and supplies and other expenses. He receives 
money for goods sold or services performed and so makes 
profits or suffers losses. He alone directs the business 
and receives the profits or bears the losses. 

Partnership. — A partnership is an association of two or 
more persons who oivna business jointly. Each partner may 
furnish money to buy land and capital, or the money 
may be supplied by only one or- several of the partners. 
They may rent or borrow land or capital just as the 
individual business man does. One or several or all 
of the partners jointly may direct or manage the busi- 
ness. They may do all the other things which are done 
by the individual business man. But since the business 
belongs to all the partners, the profits and losses are 
divided among them proportionately according to an 
agreement drawn up when the partnership "was formed. 

Partnerships are useful because two or more men can 
often do better in business by working together than if 
each worked by himself. For example, Mr. A, who has 
considerable wealth, but no business ability, may form 
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a partnership with Mr. B, who has no capital but is a 
good business man. A furnishes the capital and B does 
most of the work of managing the business, and they 
share together the profits, which neither one could have 
made by himself. Again, two or three men often form 
a partnership because they have different kinds of skill. 
One lawyer may be learned and skillful in preparing 
cases, but can not successfully present a case to the 
court. Another lawyer may be an eloquent speaker, but 
weak in planning his cases. Two men, with these differing 
abilities, form a partnership and accomplish more than 
if they worked individually. 

Corporation. — A business corporation is a special kind 
of association of capitalists which in the eyes of the law is re- 
garded as an artificial person. Suppose a number of persons 
wish to unite their wealth for business purposes. Instead 
of forming a partnership, they may organize a corporation, 
under state laws which direct how this shall be done. 
They obtain from the state a charter, which gives per- 
mission to form the corporation and defines its rights 
and duties. They decide how much wealth shall be put 
into the business, and divide this amount into shares. 
Each of the organizers subscribes a certain amount of 
money and in return receives shares to that amount. For 
example, suppose ten men form a corporation and put in 
fifty thousand dollars. They may divide this into five 
hundred shares of one hundred dollars each. Then A 
may take five shares, paying five hundred dollars; B may 
take one hundred and fifty shares for fifteen thousand 
dollars; C may take one share for one hundred dollars, 
and so on, the five hundred shares being divided among 
the ten organizers. Since the organizers receive shares, 
they are called shareholders. The shareholders hold a 
meeting and elect a president, a secretary, a treasurer 
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f (and possibly other officers), and a board of directors, 

to manage the business. Sometimes the directors choose 
the president and other officers. 

The law regards the corporation as a sort of person. 
It can own wealth and have debts; it can buy and sell, 
hire and borrow; it can bring suits in the courts and be 
sued. The corporation engages in business, like an indi- 
vidual or a partnership. It may make profits, to be shared 
** by its shareholders according to the number of shares each 

ovms; or it may suffer losses. The corporation is so im- 
portant that the next chapter will be devoted to its study. 

EXERCISES 

1. To which economic class (if any) does each of the following 
persons belong? (i) a bricklayer, (2) a physician, (3) the physician’s 
chauffeur, (4) a girl at boarding school, (5) the governor of the state, 
(6) a policeman, (7) a hotel proprietor, (8) an army oflicer, (9) a 
West Point cadet, (10) a tramp. 

2. Is it possible for a person to belong to more than one class? 
If so, would any of the persons in Question i be likely to belong to 
more than one class? To which classes would they be likely to 
belong? 

3. What is a capitalist? What is meant by the phrase, ^Tapital 
and labor”? 

4. What are the principal differences between the partnership and 
the corporation? In what respects are they similar? Summarize 
the principal advantages of each. 

References for further study. — Marshall, L. C. and Lymn, L. S., 
American Economic Organization (1921), pages 25-126. Carver, 
T. N., Principles of National Economy (1921), pages 213-225. 
Seager, H. R., Introduction to Economics (1905), pages 142-154. 
Marshall, A., Principles of Economics^ Seventh Edition (1916), 
pages 240-249; 291-3 13. Taylor, F. M., Principles of Economics 
(1921), pages 89-121. Johnson, A. S., Introduction to Economics, 
Rewsed (1922), pages 19-21; 13 5-1 70. Taussig, F. W., Principles 
of Economics, Third Revised Edition (1921), VoL I, pages 48-66. 
Seligman, E. R. A., Principles of Economics (igos), pages 84-108. 
Mill* ] I S,, . Principles of Political Economy, Book I, Chapter IX. 
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CHAPTER XIII 


CORPORATIONS 

The corporation’s property account. — A corporation 
is a ^Hegal person’’ or an artificial person,” as distin- 
guished from individuals or ‘^natural persons.” Like 
natural persons, the corporation has assets and liabilities 
and a property account. The best way to learn about 
the corporation is to study its property account, which 
business men call the balance sheet, ox statement of assets 
and liabilities. In Chapter XII is described the organiz- 
ation of a corporation by shareholders taking 500 shares 
at $100 each. The property account of this corporation 
just after its organization would read like this: 

Statement oe Eagle Mercantile Corporation, 
January i, 1922 

Assets Liabilities 

Cash $50,000 Capital stock $50,000 

Capital stock. — The corporation owns the cash which 
the organizers paid in; hence, that is the asset of the 
corporation. The corporation does not have any debts, 
and if this account were like those studied in Chapter V, 
^tBalance, $50,000” would be written on the liability side. 
In corporation accounts, however, it is necessary to 
recognize the rights of the shareholders on account of 
what they have invested in the corporation. They are 
the real owners of the corporation. But since the cor- 
poration is regarded as a person owning the assets, it 
must put in its statement the rights of the shareholders 
against it as a liability. This is the meaning of the 
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item, capital stock. Since the capital stock belongs to 
the shareholders, they are often called stockholders and 
their shares are called shares of stock or simply stock. 

Suppose that the corporation bu3^s land and a store 
building for $20,000 and spends $25,000 for a stock of 
goods. Its balance sheet would thhn read: 

Stateaient oe Eagle Mercantile Corporation, 
Janu>vry.5, 1922 


Assets LiahUities 

Real estate $20,000 Capital stock $50,000 

Merchandise 2 5 ,c>po 

Cash 5 ,000 


$50, 000 $50,000 

The term real estate means land and buildings and 
permanent structures or improvements on the land. 

Bonds and notes. — When a corporation borrows 
money it issues bonds or notes. Both bonds and notes are 
the corporation^ s promise to pay money. Bonds are generally 
promises to pay a long time in the future, often as long 
as twenty or thirty years, or even longer. Notes are 
usually for short periods, a few months, or at most four 
or live years. Suppose, after January 5, 1922, the Eagle 
Mercantile Corporation should borrow $20,000 by means 
of bonds and $5,000 by notes and should spend $15,000 
of the borrowed money for additions to its building and 
keep the remaining $10,000 in cash. Then the state- 
ment would read: 

Statement of Eagle Mercantile Corporation, 
January 10, 1922 

Liabilities 

Real estate $35, 000 /Bonds $20,000 

Merchandise. 25,000 \ Notes 5,000 

Cash 15,000 Capital stock. ....... 50,000 

$75,000 $75,000 
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Now that the corporation has incurred debts to out- 
siders, it has two kinds of liabilities: (i) the rights of 
outsiders (bonds and notes) and (2) the rights of the 
shareholders (capital stock). The persons from whom a 
corporation borrows by means of bonds are called hond- 
holders, because they own the corporation’s bonds. 

Surplus and undivided profits. — Suppose that the 
land rises in value so that the real estate is worth $45,000, 
and that merchandise is bought and sold at a profit so 
that the corporation has merchandise worth $34,150, and 
$20,525 in cash. The statement might then read: 

Statement of Eagle Mercantile Corporation, 
December 31, 1922 


Assets 


Liabilities 


Real estate 

..,$45,000 j 

^ Bonds 

. $20,000 

Merchandise 

34,150 

1 Notes 

5,000 

Cash 

• • • 20,525 

1 

1 Capital stock 

Surplus 

. 50,000 

. 20,000 


$99,675 

^ Undivided profits . . . 

• 4 h 7 S 

$99,675 


There are here some new terms to be explained. When 
a corporation prospers and its assets increase in value, 
the gain belongs, of course, to the shareholders. To find 
the total rights of the shareholders, therefore, the rights 
of outsiders are deducted from the total assets. Thus, 
from the total assets, $99,675, is deducted the sum of 
the bonds and notes, $25,000; this leaves a difference 
of $74,675, the amount of the shareholders’ property 
rights in the corporation’s assets. This is more than the 
original capital stock of $50,000, because of the gain in 
the value of the assets. This gain is represented b}^ the 
two terms, surplus and undivided profits. The share- 
holders’ rights are thus divided into three parts, (i) capi- 
tal stock, (2) surplus, and (3) undivided profits. 



It is not possible to draw exact and invariable lines 
separating the meanings of these three terms. As a 
general rule, the capital stock represents the original and 
permanent investment of the shareholders in the corpo- 
ration. Surplus and undivided profits signify the growth 
in the value of the corporation's assets. Surplus is that 
portion of the increase which the directors intend to 
leave more or less permanently in the business, while 
undivided profits will probably soon be given as 
dividends to the shareholders. For example, suppose 
$4,000 cash were paid out as dividends to the share- 
holders. Then the statement would be changed so that 
undivided profits would be $675; cash, on the other side 
of the account, would be reduced to $16,525; and the 
total of each side would be $95,675. The important fact 
is that capital stock, surplus, and undivided profits all 
represent the property rights of the stockholders and 
that they differ mainly in the degree of permanence with 
which they are committed to the corporation's business. 
The three together make up the total property rights of 
the shareholders in the corporation. This is called the 
capital. 

Definitions: capital, capital stock, surplus, undivided 
profits. — We have, then, the followdng ^definitions which 
will be used in this book and which are generally (though 
not always) followed by business men: The capital of a 
corporation represents the property rights of the shareholders 
in the assets of the corporation. The capital may be 
divided into two or three of the following parts: (i) The 
capital stock represents ordinarily the original and perma- 
nent investment of the shareholders in the corporation. 
(2) The sur pins represents an increase in the capital which 
it is intended to leave more or less permanently in the iusi- 
ness. (3) The undivided profits represent an increase in 


CORPORATIONS 


101 



102 ECONOMIC ORGANIZATION FOR PRODUCTION 


the capital which it is intended to distribute to the 
sharehold'ers. 

Other meanings of the terms. — It will be noted that 
this idea of capital is different from that cleiined and 
used in Chapter XI. We must also be reminded that 
ill ordinary language these terms are not always used 
exactly as they have been defined. For example, the 
word ^^capitaP' is sometimes used to stand for capital 
stock”; when it is so used, people speak of the capital, 
surplus, and undivided profits,” On the other hand, the 
terms ^'"'capital stock” and “stock” are often used to mean 
“capital”; i.e., the total right of the shareholders in the 
corporation. Again, the word “capital” is sometimes 
used for the total “assets” of a corporation or business 
man or partnership. If the student clearly understands 
the meanings of these terms as given in this book, he 
probably will not be confused by the slightly different 
meanings which he may later meet. 

Net worth. — The capital (capital stock and surplus 
and undivided profits), being found by- subtracting the 
corporation’s outside debts from its assets, is the real 
balancing item, or net worthy of the corporation. Capital 
stock and surplus are usually expressed in round num- 
bers and not changed frequently. The undivided profits 
item is the one that actually makes the balance and 
which therefore changes 'with every new statement and 
is necessarily expressed each time in the exact number 
of dollars and cents that will balance the account. 

Par value of capital. — We must now study the 
meaning of value and hook value of capital. The par 
value of a share of capital is the value printed or engraved 
. on the stack certificate. It represents {generally^ though not 
always) the amount of money that was originally paid in 
for one share. For example, A took five shares in the 
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Eagle Mercantile Corporation, for which he paid $500. 
He received a certificate stating that he was the owner 
of five shares of the capital stock of the Eagle Mercantile 
Corporation having a par value of one hundred dollars 
a share. 

Book value. — The look value of a share of capital is 
the value as shown by the corporation^ s statement. It may 
be the same as the par value, or it may be more or less. 
At the beginning the shares of stock of the Eagle Mer- 
cantile Corporation were worth exactly the same as their 
par value. The par value of all the capital stock was 
$50,000, and since the assets of the corporation were 
worth $50,000, the shares were worth exactly $50,000. 
The book value was the same as the par value. 

Increasing assets. — But when the assets increased in 
value, that increased the book value of the shares, since 
the surplus and undivided profits also belong to the 
shareholders. The shareholders now own shares worth 
$74,675, and that is the book value of all the capital. 
To find the book value of one share, we simply divide this 
total by 500 (the number of shares), giving $149.35 
the book value of a share, whose par value is still $100. 

Declining assets. — On the other hand, if the value of 
the assets should decline, the book value of the, stock 
might become less than the par value. Suppose a fire 
should destroy the store building and some of the mer- 
chandise, so that the statement would read thus: 


Statement oe Eagle Mercantile Corporation, 
February i, 1923 


Assets 


Land $25,000 

Merchandise. 15,000 

Gash. 20,525 


LiahUUies 


Bonds $20,000 

Notes 5,000 

Capital stock 35,525 


$60,525 


$60,525 
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When assets shrink, we have to make the account 
balance by reducing the liabilities, first undivided profits, 
then surplus, and finally capital stock. In tins case 
the stockholders have lost all their undivided profits 
and surplus and part of their capital stock. The capital 
is worth only $35,525, being the difference between the 
value of the assets and the value of the liabilities due 
to bondholders and noteholders. The book value of 
a share is '$35,525 divided by 500, or $71.05, though the 
par value is still $100. 

Par value and book value. — We see, then, that after 
a corporation has been in business for any considerable 
time, the par value of its capital is likely to be much 
different from the real value. In fact par value very 
seldom shows the real value of a corporation’s capital. 
Par value is of comparatively little importance in study- 
ing the affairs of a corporation. The book value is far 
more important, since it shows what the stockholder’s 
investment is really worth, provided, of course, that the 
corporation’s statement is a true statement of the facts. 

Market value. — But what if the assets are not entered 
in the statement at their real values? This actually 
happens more often than one would suspect. Let us 
take an example. Suppose that, after February i, 1923, 
the land belonging to the Eagle Mercantile Corporation 
(see statement on page 103) increases in value and 
by April i becomes worth $35,000, whereas the other 
items of assets and liabilities have not changed. If in 
the corporation’s statement for April i, the land is still 
listed at the old value, $25,000, then it will appear that 
the capital is still worth $35,525, and that each share is 
still worth $71.05. Really they are worth more than the 
statement indicates. If the statement were a true one, 
the land would be listed at $35,000, the total assets 
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would be $70,525, and the capital would be $45,525, 
or s$9i.o5 per share. If the facts were known, people 
would be willing to pay $91.05 for a share of the 
stock, regardless of what the statement showed as the 
book value. The price at which a share of capital will 
sell on the market is its market value. This is the actual 
value of the share, since it is the amount for which it 
will be exchanged. 

Market value greater than hook value. — The market 
value is often different from the book value. In the 
example just studied it was greater than the book value, 
for the reason that some of the assets were put down in 
the statement at less than their true value. This is some- 
times the practice of conservative ” business men. They 
want to be sure that the statement will never show them 
better off than they really are; they want to be “on the 
safe side.” They would much rather undervalue their 
assets than exaggerate them. When this practice is 
followed the market value of the corporation’s capital 
will almost always be greater than the book value. 

Stock watering. — On the other hand the opposite 
practice is sometimes adopted. Assets are deliberately 
put down at more than they are worth. Suppose that 
certain men organized a corporation and put in $50,000 
of money, and that $40,000 was used by the corporation 
to purchase certain land believed to contain oil. The 
directors, wishing to make a good showing, immediately 
decide to list the land in the corporation’s statement at 
$60,000. The statement would then read like this: 


Land 
Cash . 


Statement of Globe Land Co., May i, 1927 
Assets Liabilities 

$60,000 Capital stock 

■ ■ 10,000 

$70,000 


$70,000 



$70,000 
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This is not a true statement. The land is really worth 
only $40,000. The real ' value of the capital is only 
$50,000, though the statement shows a book value of 
$70,000. People who are buying and selling this stock 
will be likely to know something about the real value 
of the land, and the market value is likely to be imicli 
closer to the real value of $50,000. The deliberate 
exaggeration of a corporation’s • assets is called stock 
watering.” The term is said to have come from an early 
practice of farmers driving cattle to market, just before 
reaching the place of sale, the shrewd farmer stopped at 
a stream or watering trough and gave the cattle a good 
drink. This made them weigh more and he got more for 
them at the market. This was a profitable ^hvateriiig 
of the stock.” Unscrupulous corporation promoters 
sometimes play the same sort of trick when they ^Svater 
their stock” in the hope of getting better prices from the 
investing public. 

Market value the real value. — We see, then, that 
market value often differs from book value, being some- 
times higher, sometimes lower. Just as book value is 
more important than par value, so market value is more 
important than book value. The market value is the 
real value of a corporation’s capital, or at least the best 
approximation to real value that can be found. 

Insolvency. — When a business is unsuccessful and its 
assets decline in value, the loss falls upon the owners. 
Debts to outsiders must be paid, as long as there are any 
assets left in the business. But suppose the assets decline 
so greatly that they become less than the debts to out- 
siders, In this case we say that the business is insolvent, 
meaning that its assets are less than its liabilities to others 
than iihe owners. All this is true whether the business 
belongs to an individual, a partnership, or a corporation. 
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But the results of insolvency are different according to 
the form of business organization. 

Uniiiniteci liability of individuals and partnerships. — 
When an individual business man fails’’ and his busi- 
ness becomes insolvent, any property that he owns may 
be taken to pay his debts. He may lose not only all the 
capital in his business, but he may have to sell his home, 
his automobile, or other wealth having no connection 
with the business. Everything that he owns may be 
taken, if necessary, to pay his debts. In the same way, 
when a partnership fails, all the propert}^ of each partner 
may be taken, if necessary to pay the debts of the partner- 
ship, A man may have invested only $5,000 in a partner- 
ship, but if it fails and has debts of $100,000 in excess 
of its assets, this partner may not only lose the 
$5,000 that he invested, but he may have to dispose 
of a siiliicieiit amount of his private property to pay all 
the debts of the partnership. If the other partners are 
not able to pay, he may have to pay the wdiole $100,000. 
It is said, therefore, that individual businesses and partner- 
ships liaA^e miUmitcd UaMlity. This is a very great risk, 
and makes men often unwilling to go into partnerships. 

Limited liability of corporations. — A corporation has 
limited liability^ which means that the amount that the 
shareholders can be required to give up to meet its debts is 
limited. Thus, if Al subscribed or paid five hundred dollars 
for live shares of stock in an ordinary corporation, he 
may lose the fwe hundred dollars, if all the corporation’s 
capital is needed to pay its debts, but he cannot be com- 
pelled to pay any more. His private property will not be 
taken away , no matter how much the corporation may owe. 
This is one of the chief advantages ' of the corporation 
over the partnership. In a partnership a man may lose his 
•whole, private fortune because of a reckless or dishonest 
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partner. Even the individual business man sometimes 
decides that the risk of losing his private fortune through 
failure of his business is too great. He then “incorpo- 
rates’’ his business, by getting a few persons to join him 
in forming a corporation. This gives him the advantage 
of limited liability. The hmited liability of stockholders 
also makes it fairly safe for many people to make invest- 
ments without the intimate knowledge of those in charge 
of the business, that would be necessary in the case of a 
partnership. Though the separate sums so invested are 
small, their aggregate is a very large amount. 

Double liability. — The liability of stockholders in a 
corporation is usually limited to the amount of their 
investment, as in the example just given. But in some 
cases, the stockholders may be compelled to put up an 
additional sum if needed; the additional sum being 
itself limited, usually to the amount of each stockholder’s 
subscription. Thus, if A subscribed $500 for five shares of 
stock he might lose his $500 and have to put up another 
I500. His total loss would then be limited to $1,000. This 
is called double liability, since each stockholder’s liability 
is limited to double the amount of his investment. The 
stockholders in national banks in the United States have 
double liability. 

Dividends. — The profits which the shareholders receive 
from a corporation .are called dividends. They are generally 
stated as a certain percentage of the capital stock. A 
five per cent dividend means a dividend equal to five per 
cent of the capital stock at its par value. Every stock- 
holder would receive five dollars for every hundred dol- 
lars of par value of stock which he owned. It makes no 
difference what the book value or the market value may 
be. For example, a six per cent dividend of the Eagle 
Mercantile Corporation would amount to three thousand. 
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dollars, since that is six per cent of the par value of its 
capital stock, fifty thousand dollars. Every stockholder 
would receive six dollars for each share that he owned. 

Interest on bonds and notes. — The bondholders and 
noteholders receive interest. The corporation agrees to 
pay them a certain rate of interest, whether its business 
is prosperous or not. The dividends of the stockholders 
depend on the profits of the business. The bondholders 
and noteholders, however, have no voice in the manage- 
ment of the corporation's business. That belongs to the 
stockholders. 

The stock dividend. — We have learned that when a 
corporation’s business prospers, its assets generally 
increase in value, and the book value and the market 
value of its capital become greater than the par value. 
Ill such cases, corporations often increase their capital 
stock, by giving new shares to all the stockholders in 
proportion to their present holdings. Let us take an 
example. The statement of the Eagle Mercantile Cor- 
poration on page 100 showed that the book value of the 
capital was v$74,675. The par value was $50,000. The 
directors may now decide to increase the capital stock 
of the corporation to $60,000. They will issue $10,000 
of new stock (par value). Since this is one fifth of the 
present stock (par value), they will give to each stock- 
holder new stock equal to one fifth of the amount of 
his present holdings. For example, A has five shares of 
stock; he will receive one new share. The par value of 
his shares was I500 ($100 a share). It is now $600, since 
he now has six shares. Such a distribution of new capi- 
tal stock is called a stock dividend. In this example it is 
a 20% stock dividend, since each stockholder receives 
new shares equal to 20% (one fifth) of Ms present hold- 
ingst , ■ 


''' 




no ECONOMIC ORGANIZATION FOR PRODUCTION 

Effect on corporation statement, How will this trans- 
action affect the corporation’s statement? No change 
has been made in the assets, so that side of the statement 
remains as it was. On the liability side, the capital 
stock has been increased from $50,000 to $60,000. The 
surplus is reduced from $20,000 to $10,000. None of the 
other items is changed at all. The new statement reads: 

Statement oe Eagle Mercantile Corporation, 



January 

U 1923 




Liabilities 


Real estate 

. . .$4S>ooo 

Bonds.- 

. . $20,000 

Merchandise 

• • ■ 34,150 

Notes 

. . 5 ,000 

Cash 

• •• 20,525 

Capital slock 

. . 60,000 


Surplus 

. . . . 10,000 

Undivided profits . . . 

■ • ■ • 4,67s 

$99,675 

$99,675 


We can see that the stock dividend simply means a 
change from ‘■'Tnirplus” to capital stock on the state- 
ment of the corporation. The capital stock is increased 
and the surplus is decreased by exactly the same amount. 
Note that the capital stock no longer represents the 
original investment in the corporation. We have here 
the entire effect of the stock dividend. 

The stock dividend has no effect on the total book 
value of the capital. But, since there are now more 
shares, the book value of each share is affected. For- 
merly there were 500 shares, and the book value of each 
share was $149.35 (174)675 500). Now there are 600 

shares, and the value of each share is found by dividing 
$74,675 by 600, giving $124,451. 

The stock dividend is really not a dividend at all. 
It takes nothing from the corporation and gives no value 
to the. stockholders which they did not have before. 
Note the difference between this knd the real dividend, 
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when cash is taken from the assets of the corporation 
and paid to the stockholders and when both the assets 
and the liabilities of the corporation are reduced by the 
amount of the dividend. 

Advantages of the corporation. — As a form of business 
organization, the corporation has many advantages. 

(1) Limited liability is one of the most important. 

(2) Another is perpetual life. When an individual busi- 
ness man dies, his business has to be closed up or reor- 
ganized. \¥hen even one member of a partnership dies 
or withdraws, the partnership ends. If the remaining 
partners wish to continue, a new" partnership must be 
formed. This causes trouble and expense and injury to 
the business. A corporation goes on indefinitely, though 
the individual stockholders may come and go through 
buying and selling shares of stock. (3) Another advan- 
tage of the corporation is that it can unite the capital 
of a great iiiany people, both rich and poor. There may 
be liiiiidreds or thousands of stockholders in a single 
corporation, and their shares may be anything from one 
dollar up to millions. It wmukl be impossible to have a 
partnership with any such number of partners or wdth 
many such small contributors. It follow^s that corpora- 
tions can be iniicii larger than partnerships. The Lhiited 
States Steel Corporation has a capital of over 860 million 
dollars and more than 165,000 shareholders. 

As a result of these adAmntages the greater part of 
modern business is mm conducted by corporations. 
Partnerships and individual business men are common, 
but they are less numerous and on the average much 
less w"ealthy than the corporations. 

EXERCISES 

.The foiloving is the capital account of a trading corporation: 
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Statement of X. Y. Z. 'Co., NovEJt'isER i, 1926 
Assets Liabilities 


Land 

. .$ 30,000 

Capital stock 

. . .$100,000 

Store building 

20,000 

Surplus 

20,000 

Merchandise 

. . 100,000 

Undivided profits . . . 

5,000 

U. S. Liberty Bonds. . 

10,000 

Bonds 

40,000 

Cash 

15 ,000 
$175,000 

Loan from bank . . . . 

10,000 

$175,000 


There are 1,000 shares of the capital. The assets are stated at 
their true value, except the land, which is really worth $50,000. 

1. What is (i) the par value, (2) the book value, and (3) the 
probable market value of one share of the capital? 

2. Is the corporation solvent or insolvent? 

3. Suppose the Liberty Bonds are stolen or lost. Make the 
necessary changes in the statement. What is now the book value 
of a share of the stock? What is the probable market value? 

4. Suppose, instead, that a 4% dividend is paid. Make the 
necessary changes in the statement. (In Questions 4, 5, 6, and 8, 
start with the original statement.) 

5. The Liberty Bonds rise in value and become worth $10,500. 
Make the necessary changes in the original statement. What is 
now the book value of a share of the stock? What is the par value? 

6. A fare completely destroys the merchandise and the building 
(no insurance), and the cash is stolen. Make the necessary changes 
in the original statement. What is the book value of a share of the 
stock? Is the corporation solvent? What are the bonds now worth? 

7. What would the bonds be worth in Question 6 if there were 
double liability of stockholders of the corporation? 

8. A 10% stock dividend is declared. Make the necessar}’ 
changes in the original statement. Calculate (i) the par value, 
(2) the book value, and (3) the probable market value of a share of 
the stock after the stock dividend has been declared. 

9. Draw up a statement illustrating stock watering. 

10. Name and explain some of the advantages of the corporation 
as a form of business organization. 

References for further study. — Taussig, F. W., Principles of 
Economics, Third Revised Edition (1921), Vol. I, pages 80-91. 
Conyngton, T., A Manual of Corporate Management (19 ii). 


PART III. DEMAND AND SUPPLY; 
PRICE AND VALUE 

'^CHAPTER XIV 
MARGINAL UTILITY 

Importance of exchange. — As described in Chapter X, 
division of labor is the rule in modern production. 
Almost everybody is engaged in making things for other 
people to use. Likewise practically everything that any- 
body needs for his own use is made for him by others. How 
do the products of industry pass from those who make 
them, to those who use them? By trade. Practically all 
wealth must be bought and sold, often many times over, 
before it reaches the people who are to use it for the 
satisfaction of their wants. Even while wealth is being 
produced it is bought and sold at various stages. The 
forest owner sells his standing timber to a logger. The 
logger sells logs to a sawmill owner. The latter sells 
timber to a builder, who builds a house and sells it to a 
man who wants it to live in. All of these transactions 
were necessary just to get the timber for the house. 
Dozens, or rather hundreds, of other purchases and sales 
were required to get the bricks, cement, nails, windows, 
doors, and other parts of the house. « In the same way all 
production requires continual buying and selling; that 
is, exchange. This makes the subject of exchange very 
^.important. , 

Introducing “ demand and -supply.” — Whenever any- 
- thing is bought and sold, there has to be a price. How 
'.;F. Es. , Econ. — S' , 113 
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do tlie prices of things come to be what they are? Why 
is the price of butter sixty cents a pound and the price 
of shoes eight dollars a pair? Why are some prices high 
and others low? Wh}^ are all prices higher at some 
times than at others? Such questions as these can be 
answered only by the aid of the science of economics. And 
there is nothing more important in the whole science of 
economics than the explanation of price. To understand 
price we must first understand demand and supply. The 
laws of demand and supply and market price are the 
most important and also the most difficult part of econom- 
ics. Almost everything else in economics depends on 
them. Their mastery will require careful study. But 
the reward will come when other economic problems, 
which have appeared difficult and mysterious, are made 
clear and simple through the understanding of the laws 
of demand and supply and market price. 

Why do people buy wealth? The demand for anything 
comes from buyers. Before we try to define demand, 
we must learn why people want to buy wealth and what 
decides the prices they are willing to pay and the quantity 
of each kind of wealth they are willing to buy. 

Of course people buy wealth because they desire it to 
satisfy their wants. We know this from what we have 
already learned about the utility of wealth. But when- 
ever anybody buys wealth, he has to give up money in 
exchange for it. When a person buys anything, therefore, 
it must be because he wmnts that thing more than he 
wants the money which he has to give in exchange. That 
is, the utility to him of the article bought is greater than 
the utility to him of the money spent. But why does a 
person stop buying? How does he decide how much to 
buy of any particular kind of wealth? The answers to 
these-, questions depend on the law of marginal utility.^ 
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Marginal utility. — We have already learned that 
man’s wants are unlimited in number, but that any one 
want is strictly limited and may be quickly satisfied. 
Therefore, the more one has of any particular commod- 
ity, the less is Ms desire for one unit of it. We may 
measure the utility of anything to any person by the 
amount of money (that is, the price) that he would be 
willing to pay rather than go without it. Suppose a 
company of boys organize a ball team, collect some 
money, and send their captain to buy their outfit. He 
must have at least one baseball. The utility of one base- 
ball would be very great. Let us suppose that, rather 
than go without, he would be willing to pay ten dollars 
for a baseball if he had to. Then the utility to him. of 
the one baseball is measured by the utility of ten dollars. 

But a team is in pretty poor shape with only one 
baseball. If it should be lost or spoiled, the game would 
have to stop). The utility of a second baseball would 
not be so great as that of the first; still it would be very 
great. The captain would not be willing to pay ten 
dollars for a second one, but he might pay five dollars for 
it if that was the best he could do. Then five dollars 
would measure the utility of a second baseball. The 
utility of a third would be still less, say three dollars. 
For a fourth, he might be willing to give tivo dollars, for 
a fifth, one dollar and a quarter, for a sixth, seventy-five 
cents, and for a seventh, fifty cents. Of course the base- 
balls are all exactly alike, and at any given time the 
utility of one baseball is just the same as of any other. 
But the utility of an additional one clearly depends on 
how many the captain has. If he has none, the utility, 
,of o,iie, baseball would be ten dollars. If he has one, the 
.utility of another would be five dollars; if he has .two, 
.the' utility would be three dollars, and so on till if he has 
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six the utility of an additional baseball would be fifty 
cents. 

This is what is meant by marginal utility. The mar- 
ginal utility to any person of anything is the utility to him 
of one unit more or less of it. Thus, if the captain had 
four baseballs, the marginal utility to him of baseballs 
was one dollar and a quarter, because that price measured 
the utility to him of one more baseball. If he had six, 
the marginal utility was fifty cents. 

We notice that the more baseballs the captain has, the 
less is the utility of a single baseball; in other words, the 
marginal utility of baseballs decreases with each increase 
in the number he has. 

The law of marginal utility. — From this example we 
can discover an economic law, the law of marginal utility: 
The marginal utility of anything to any person decreases 
with every increase in the quantity which he possesses. It 
is easy to see that this law holds good of everything we 
have. If a girl has ten party dresses, a new dress will 
not mean so much to her as it would if she had only two 
dresses. The marginal utility of dresses decreases as the 
number of her dresses increases. Suppose a man needs 
ten tons of coal to heat his house during the winter. If he 
had only three tons he would be willing to give a good 
deal for another ton. The marginal utility to him of 
coal would be very great. The more tons he had the 
less he would desire another ton. When he had ten tons, 
the marginal utility of coal would be quite small, for he 
would not have much use for another ton. These exam- 
ples are illustrations of the law of marginal utility. 

Utility and value. — The law of marginal utility will 
explain certain facts which are puzzling to many people. 
How is it that some of the most useful things in the world 
are so cheap, while other things that satisfy no really 
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important want are so expensive? For example, a dia- 
mond, a mere luxury, may be worth hundreds of dollars, 
while bread, a prime necessity of life, is worth only ten 
cents a loaf. To many, this seems strange or even wrong. 
The explanation is that the value of things depends not 
on the importance of the wants they satisfy, but upon 
their marginal utility. The marginal utility of diamonds 
is very great, because they are rare. Bread is so abundant 
that its marginal utility is small. Hence people will pay 
high prices for diamonds but very little for a loaf of bread. 
Of course the total utility of all the millions of loaves 
of bread in the world is very great, even though the 
marginal utility is small. 

Abundance and scarcity. — Indeed some of the most 
useful things in the world are so very abundant that 
their marginal utility is zero. We must have air con- 
stantly in order to live. It would be hard to think of 
anything more useful. Yet no one will pay anything for 
air. Why not? Because air is so abundant. So long as 
there is so much air that everybody can have all he wants, 
its marginal utility is zero and no one will buy it from 
any one else. Air, the most useful thing in the world, 
therefore has no value. The only things that have mar- 
ginal utility and so have value are those that are limited 
in quantity, so that there is not enough to satisfy every- 
body’s wants. This condition is called scarcity. We 
now see that (i) to have value a thing must have mar- 
ginal utility, and (2) to have marginal utility a thing 
must have both utility and scarcity. 

Some further examples. — We could imagine a case 
in which air would have value. Some one wrote a story 
' once, based upon a great catastrophe which was exhaus- 
ting the supply of air on the earth. The men in the story 
built air-tight houses. and machines for compressing and. 


ii8 DEMAND AND SUPPLY; PRICE AND VALUE 

savin- the air, in order to live. In such a state of affairs 
air was one of the most valuable articles of wealth. 
Another example is water. In some country districts, 
where there are plenty of springs and streams, watei is 
free Everybody may have all he wishes witnout puce. 

It has no value. But when we move into_ the city we 
find that things are different. Here water is scarce. It 
must be collected at great expense m reservoirs and 
brought in, often from long distances._ It is 
owned, either by a water company, which sells it to the 
citizens, or by the city itself. Here water has value. 
In newly settled parts of the earth land sometiines has 
no value. There is so much of it that anybody may 
take whatever land he wishes and still leave plenty to 
satisfy the wants of others. But this stage quicc y 
passes, and to-day land is almost everywhere one of the 
most valuable articles of wealth. 

How buyers decide how much to buy. — The law oi 
marginal utility is important, because it enables us to 
understand what prices people are willing to pay for 
thin-3 and how much of each thing people are willing 
to buy. In our examples of the baseball club, we^ saw 
what price the captain might be supposed to be willing 
to pay for a baseball under different circumstances, rather 
than go without it. But of course every one knows that 
he would not really pay those different prices for the. 
baseballs he bought. He would not have to pay ten 
dollars for the first one, nor five dollars for the second, 
and he would not be able to get a seventh for fifty cents. 
What really happened was this. The captain went to a 
store and found that the price of baseballs of the 
he wanted was one dollar and a quarter each. He could 
buy as many as he wanted to pay for at that price. He 
then had to decide how many to buy. We know that a 
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person buys anything because the utility to him of that 
tiling is -at least equal to the utility of the money he has 
to pay for it. How many baseballs would the captain 
buy? We can answer this question from what we know 
of the marginal utility of baseballs to him. He would 
certainly buy one^ because the utility of that first base- 
ball would be ten dollars, while he would only have to 
pay one dollar and a quarter for it. In the same "way, 
it would pay him to buy a second, and a third, and so 
on, till he had bought five. The utility to him of the 
fifth baseball was just one dollar and a quarter. When 
he bought that one, he was just getting ^Tiis money’s 
worth.” Then he would stop. He would, of course, like 
to have still more, but if he should buy any more, the 
marginal utility would be less than the price he would 
have to pay. Therefore he would not buy. For example, 
a sixth baseball would have a utility to him of only 
seventy-five cents. It would not pay him to give a 
dollar and a quarter for it. Therefore, he would buy 
only five baseballs. 

Now let us suppose that the price was one dollar and 
fifty cents. How many baseballs would the captain buy? 
It would still pay him to get four. The utility of the 
fourth baseball was two dollars. But he would not buy 
the fifth, for he would not be willing to pay a dollar 
and a half for anything whose utility was only a dollar 
and a quarter. In like manner, if he had found the price 
was seventy-five cents, he would have bought six base- 
balls. We see, then, that the amount bought depends 
on the price. If we know about the marginal utility of 
anything to an}^ person and also know its price, we can 
tell how much of it he will buy. 

.'The law of individual buying. — We may state this 
result in. .the following law': A person will buy any. com-^ 
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modity as long as its marginal niility to him is equal to 
or greater than the utility of the money he has to pay for 
one unit of it, i.e., the price. He will stop buying when 
its marginal utility is less than the utility of the price. 

It is important to remember always that whenever 
a person is deciding whether to buy anything or not, 
he has to compare two separate utilities, the marginal 
utility of the thing he thinks of buying and the utility 
of the "price, i.e., the money he will have to pay for 
it. The utility of the money is, of course, measured 
by the utility of the other things he could buy with 
that money. Suppose you have a free afternoon and 
are trying to decide whether to pay a dollar to go to 
the theater. You first imagine the satisfaction you 
would get from the show. Then you think of what you 
could do with the dollar if you did not spend it for the 
theater ticket. If you decide that you could get more 
satisfaction from seeing the show than from anything 
else that you could get with a dollar, that means that 
the marginal utility of the show is greater to you than 
the utility of a dollar, and you will therefore buy the 
ticket. Otherwise, you will decide not to buy the ticket, 
because in that case the marginal utility of the show is 
less than the utility of a dollar. 

The marginal utility of money. — Money is subject to 
the same law of marginal utility as any other commodity. 
That is, the more money one has, the smaller is its mar- 
ginal utility. This is a matter of everyday observation. 
When one’s pockets are full of money, a dollar looks 
small. When one has only a few dollars, the utility of 
a dollar is great. The more money a person has, the 
more he will be willing to pay for any given commodity; 
or in other words, the more of any given commodity he 
will be willing to buy at a given price. 
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EXERCISES 

1. Can you name any article among your possessions which was 
obtained without the necessity of any exchange? 

2. State and explain carefully an example of marginal utility 
from your own experience and different from any example given, 
in the textbook. 

3. Write a list of ten articles which you own, putting them in 
the order of their value (or of the price paid for each), the most 
valuable first. Does this agree with the order of their usefulness 
to you? Explain. 

4. Why do you have to know the price before you can decide 
whether to buy any particular thing or not? Give an example from 
your own experience. 

5. Why do you have to ki^ow the price before you can decide how 
many units of any particular thing to buy? Give an example from 
your own experience. 

6. What does a person mean when he says, ‘^I can’t afford it”? 

7. What does it mean, when you decide not to buy a new spring 
suit because the price is too high? 

8. Did you ever feel, after buying something, that you had not 
'^got your money’s worth”? If so, what w^as the real reason for 
this feeling? 

References for further study. Marshall, A., Primiples of 
Economics^ Seventh Edition (1916), pages 86-96. Taussig, I. W., 
Principles of Economics^ Third Revised Edition (1921), Vol. I, 
pages 109—133. Fisher, I., Elenieniory Principles of Economics 
(1912), pages 278-302. Ely, R. T., Outlines of Economics, Ihird 
Revised Edition (1916), pages 132-137- Johnson, A. S., Introduc- 
tion to Economics, Revised (1922), pages 24-41. Carver, F, N., 
Principles of National Economy (1921), pages 343'"353* 
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THE USE OF SCHEDULES, DIAGRAMS, AND GRAPHS 

Economists and business men often have occasion to 
record certain facts and relations between facts by iiieans 
ol schedules j diagrams^ and graphs. These devices are so 
very helpful to a clear understanding of complicated 
facts and relations and are coming into such general use 
that every one ought to understand them and know how 
to use them. They will be especially useful in our study 
of demand and supply, and this chapter will therefore 
be devoted to their study. 

Schedule. — The schedule is the simplest type of statis- 
tical table. In it we arrange facts in parallel columns. 
For example, the following schedule shows the value of 
gold mined in the United States in each year from 1911 
to 1920: 


Gold Mined in the United States, 1911-1920 


Year 

Value of gold mined 

Year 

Value of gold mined 

{in millions of dollars) 

{in millions of dollars) 

1911 . . 

97, 

1916.. 

• • : 93 

1912 . , 

93 

1917 . . 

84 

1913.,- 

88 

191S . . 

• 69 

1914. . 

95 

1919 .. 


1915- . 


1920 . . 



Line chart. — These facts may be shown very clearly 
by means of a simple diagram. We draw two lines 
forming a right angle at the point 0. On the vertical 
line, oy\ we mark off a scale so that the distances abovQ^ 
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Gold Mined in the united 
States, 1911-1920 
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the point 0 measure millions of dollars’ worth of gold. 
The horizontal line, ox^ we mark off into equal spaces 
to represent the years. 

Starting at each of the 
several ' division points 
on the base line, we 
draw a vertical line 
w^hose length, as meas- 
ured by the scale on oy^ 
represents the value of 
gold mined in that par- 
ticular 3'^ear. The meas- 
urement of the lines is 
made easier by 
cross-section paper. This 
gives us, a line chart 
(Figure i). 

Block chart. — Such 
facts may also be shown by means of a slightly different 
diagram, called a Mock cliari or a bar ckarL This is 
shown, for the same facts, in Figure 2 below: 
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Another block chart. — Let us take another example. 
One of the greatest agricultural products of the United 
States is cotton; nearly all of it is grown in hfteen states. 
The following schedule shows the amount produced in 
each of these states in the year 1920: 


Cotton Crop or the United States, by States, 1920 


Year 

Bales 

Percentage of 


produced 

total 

Alabama 

660,000 

S-i 

Arizona. 

110,000 

0.9 

Arkansas 

1,160,000 

8.9 

California 

75)000 

0.6 

Florida 

18,000 

O.I 

Georgia 

1,400,000 

10.8 

Louisiana 

380,000 

2.9 

Mississippi 

885,000 

6.8 

Missouri 

85,000 

0.7 

North Carolina 

840,000 

6.5 

Oklahoma 

1,300,000 

lO.O 

South Carolina 

1,530.000 

11.8 

Tennessee 

310,000 

2.4 

Texas 

4,200,000 

32.4 

Virginia 

19,000 

.01 

Total 

12,972,000 

100.0 


A block chart will bring out very clearly the amounts 
produced in the several states. See Figure 3, at the top 
of the following page. 

Distribution shown by block chart. — We may also use 
diagrams to bring out clearly the percentage of the total 
cotton crop grown in each state. This is shown, by 
means of a slightly different kind of block chart, in 
Figure 4. Notice that the horizontal length of the block 
is marked off to show percentages from o to 100. In 
this chart, it was found convenient to put the states 
producing the smaller amounts of cotton (Arizona, Cali* 
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4 , 500 1 : ^ — ■ 



Fig. 3. Cotton Crop of the United States, by States, 1920 

fornia, Florida, Louisiana, Missouri, Tennessee, and Vir- 
ginia) together in a single group. In this diagram the 
states are arranged in the order of the amount of cotton 
produced, instead of alphabetically as before. 
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Texas South Carolina Georgia Oklahoma Arkansas Miss. N.C. Ala. Other 

Fig. 4. Cotton Crop of the United States, by States, 1920 
Percentages 
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Circiilar diagram. — Another m.ethod of showing divi- 
sion "'into percentages or other parts is by means of a 
circular, diagram, sometimes called the ^^pie diagram.” 
The cotton production of the several states is thus shown 
in Figure 5.', 



Fig. 5. Cotton Crop or the United States, by States, 1920. 

Percentages 

Graph or curve. — So far we have studied what are 
called diagrams. Another device is the graph. Graphs, 
or mrves, are used by economists and business men to 
show in the clearest and easiest way a great multitude 
of facts and relations. The general idea is the same, 
whatever is to be shown. We begin by drawing a 
horizontal line, ox (see Figure 6), and a vertical line oy, 
meeting to form a right angle at the point 0 , which 
we call the origin. The two lines are called the : axes. 
The line ox is called the x axis; oy is the y axis. On 
each axis we mark off a scale so that we can represent 
different quantities by the distances above the x axis or 
to the right of the y axis. 
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For example, let us represent the facts of the United 
States gold production from 1911 to 1920. We start as 


ill drawing Figure i (see page ..v 


123). Quantities of gold are 
measured by the distances 
above on the y axis. We J 

mark off on oy a scale in 
wMch each space stands for so 

5 million dollars. Thus the 

. M 70 

distance from 0 to r repre- S > 
sents 30 million dollars; os 
measures 6 k million dollars, 
and so on. On the x axis | 
we mark off a scale, in which 
each space represents one 
year, beginning ' with the 
year 1911. The gold mined ^ 
ill 19 1 1 w^as worth 97 million 
dollars. On the y axis we 
locate the point wiiose dis- 0 

tance abm.^' e the a: axis stands 
for 97 million; that is the 
point c. Then starting at the 
point a on the .r axis w^e measure a 
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Jnited States, 1911-1920 

vertical distance equal 


to oc, and so locate the point d. The point d thus shows 
that in the year 1911 the gold production was 97 million 
dollars. In exactly the same way we locate the points 
, /? h I, and m, showing the respective amounts 

, produced in the years 1912 to 1920. To get a gra.ph or 
curve, we have only to connect all these points d, c, /, etc. 

,,, This curve shows very clearly the changes in quantity 
of gold produced from year to year during this decade. 

A comparison of Figure 6 with Figure i (on page 123) 
will show that these figures are simply two methods of 
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showing the same facts. We might have constructed the 
curve by joining the tops of the vertical lines in Figure i 
and then erasing the vertical lines themselves. The curve 
simply enables the eye to grasp more readily the com- 
parative quantities of gold produced in the several years. 
Such curves are convenient in showing the development 
through a period of time of many kinds of facts, such as 
the imports and exports of a country from year to year, 
the rainfall at any locality from month to month or year 
to year, the temperature by days or hours, number of 
employees in a business, wages paid, prices, and 
innumerable other phenomena. 

Another kind of curve. — A somewhat different use of 
the curve is to show the relation between certain phenom- 
ena at a given time. This may be illustrated by a 
curve of “expectation of life.^^ The life insurance com- 
panies use “mortality tables,” which show, among other 
things, the average duration of life which may be expected 
by persons of different ages. These tables are based upon 
statistics gathered from records of many thousands of 
lives. Of course such tables cannSt predict how long any 
particular individual will live. But they do show how 
long, on the average, persons have lived in the past after 
reaching his age, and this average is called the person’s 
probable duration of life or expectation of life. There 
are several mortality tables in use, differing slightly from 
one another. The schedule at the top of the following 
page is taken from what is known as the “American 
experience table,” the mortality table in general use by 
the American life insurance companies. It shows the ex- 
pectation of life at each age from ten to ninety-five years. 


From this schedule a curve (Figure 7, page 131) is 
constructed by the same method that was used in draw- 
ing Figure 6. This eurye does not show a historical 
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Expectation op Life (American Experience Table) 


Age 

Expectation 
of life 

Age 

Expectation 
of life 

Age 

Expectation 
of life 

10 

48.72 

39 

28^90 

68 

9-47 

II 

48.08 

40 

28.18 

69 

8.97 

12 

47-45 

41 

27-45 

70 

8.48 

13 

46.80 

42 

26,72 

71 

00 

b 

0 

14 

46.16 

43 

26.00 

72 

7 -SS 

15 

45-50 

44 

25.27 

73 

7 -II 

16 

44.85 

45 

24-54 

74 

6.68 

17 

44.19 

46 

23.81 

75 

6.27 

18 

43-53 

47 

23.08 

76 

S.8S 

19 

42.87 

48 

22.36 

77 

5-49 

20 

42.20 

49 

21.63 

78 

5.11 

21 

41-53 

50 

20.91 

79 

4-74 

22 

40.85 

51 

20.20 

80 

4.39 

23 

40.17 

52 

19.49 

81 

4.05 

24 

39-49 

53 

■ 18.79 

82 

3 - 7 ^ 

25 

38-81 

54 

18.09 

83 

3-39 

26 

38.12 

55 

17,40 

84 

3.08 

27 

37-43 

56 

16.72 

85 

2.77 

28 

36-73 

57 

16.05 

86 

2.47 

29 

36-03 

58 

15-39 

87 

2.18 

30 

35-33 

59 

14.74 

88 

1. 9 1 

31 

34-63 

66 

14.10 

89 

1.66 

32 

33-92 

61 

13-47 

90 

1.42 

33 

33-21 

62 

12.86 

91 

1. 19 

34 

32-50 

63 

12.26 

92 

.98 

35 

31-78 

64 

11.67 

93 

.80 

36 

31.07 

65 

II. 10 

94 

.64 

37 

30-35 

66 

- 10.54 

95 

.50 

3S 

29.62 

67 

10.00 




development over a period of time as in Figure 6. Its 
different parts do not relate to different dates, as in 
Figure 6. What it shows is the relation, at any time, 
between a person’s age and his expectation of life. For 
example, take any age, say 45 years. From the point a on 
the base line ox, draw a vertical line meeting the curve at 
d (page 131). From this point, go on a horizontal line to 
F. Es. Econ. — 9 
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the oy axis, locating the point c, which shows that at 
the age of 45 the expectation of life is about 242 years 
(oA 54 to be exact). Whatever point is taken on the 
curve,’ its distance to the right of the y axis measures an 
age, while its distance above the a; axis measures the 
exp’ectation of life corresponding to that age. We may 
even take a point that was not represented m the scneci- 
ule. For example, the point d is directly above e repre- 
senting 22I years of age, and to the right of 7, which 
measures 40I years on the y axis. This indicates that at 
ac^e 22I the expectation of life is 40^ years (approxi- 
rnately). This is reasonable, since we should naturally 
expect to find the expectation of life for age 225 halfway 
between the expectations for 22 and 23 respectively. 
Referring to the schedule and calculating this number, 
gives 40.51. Such determination of quantities not stated 
in the schedule is called gfuphicdl intefpoldtion. It may 
be done with curves showing relations like this one, but 
usually not with a curve showing a historical series of 
quantities as in Figure 6. 

EXERCISES 

I The production of cotton in the United States from 1907 to 
1920 is shown (in millions of bales) in the foUowing schedule: 


Bales of cotton 
{in millions) 

TI 

Year 

1914 

Bales 
{in m 


1915 


....... . . . . lo 

'■12 

1916 

1917 


■ ■■ ■ I'it"' 

1918 

1919 



1920 



Year 

1907 
1 90S 

1909 

1910 

1911 

1912 

X913 

Show these facts by means of (a) a line chart, ( 5 ) a block chart, and 
(c) a graph or curve. 


1 6 
II 

11 
XI 

12 
II 

13 
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2 Five men form a corporation and divide the 200 shares of 
capital stock among themselves as follows (the par value of a share 
behiglioo): x\, 20 shares; B, 50 shares; C, 10 shares; D 90 shares; 

F 4 shares (a) Draw a block chart shomng the value of the 
capital stock belonging to each shareholder (i) Show the shares 
of the several shareholders in percentages of the whole, by means 
of (1) a block diagram, and (2) a circular diagram. ^ 

3. The population of the United States (m millions) m 1920 was 

distributed as follows: 

New England states 7 

Middle Atlantic states 22 

East North Central states 21 

West North Central states -13 

South Atlantic states ^4 

East South Central states 9 

West South Central states 10 

Mountain states 3 

Pacific states ^ 

Alaska, Hawaii, Porto Rico, etc 2 

Total 

Show the distribution by means of a block diagram of percentages. 

4. The population of the United States in each of the census years 
from 1790 to 1920 was as follows: 

Fear Population , Year Population 

1700 3,929,214 31,443,321 

xsL 5,308,483 ^870 38,5^,371 

1810 7,239,881 1880 50,189,209 

1820 9,fi3S,4SS ^^90 63,069,756 

1830 12,866,020 1900 77,256,030 

1840 17,069,453 ^^910 93,402,151 

1830 23,191,876 1920 107,436,441 

(а) Show these facts by a graph, taking account of n^ons only. 

(б) From the graph, find by interpolation the approximate popu- 
lation in 1795 and in 1905. 



References for further study. — Secrist, H., An Mr 
Statistical Methods (1917), pages 116-233. Hamilton, S., 
of Arithmetic, Higher Grades (1920), pages 127-131. 

11 . H., Complete Business Arithmtic (1915), pages 205-208. 


CHAPTER XVI 


DEMAND AND SUPPLY 

The market. — In any very large city there is a stock 
market,” a great hall where men gather to buy and sell 
stocks. There are also in certain cities wheat markets 
and. cotton markets. All over the country there are 
countless markets, in each of w^hich buyers and sellers 
are dealing in some particular kind of wealth. A niarkei 
for any hind of wealth or service is a place where buyers 
and sellers exchange that kind of wealth or sendee. It is 
in the market that the price of anything is determined. 

Market prices are determined by demand and supply. 
People constantly talk about supply and demand,” as 
though everybody knew exactly what these words mean. 
But, although these are perhaps the tW'O most important 
words in the whole science of economics, few people 
really understand their meaning.' We must study them 
very carefully. 

Individual demand. — If the baseball captain in 
Chapter XIV, on his way^ to the store, did not know what 
he would have to pay for baseballs, he wmuld think the 
matter out something like this: ^Hf I have to pay more 
than ten dollars, I: wonT buy a baseball; if the price is 
ten;:dollars, I will buy one; - if the price is five dollars, I 
wdll buy two; if the price is three dollars, I will buy 
three; at two dollars, I will buy four; at one dollar and 
twenty-five cents, five; at , seventy-five cents, six; and 
at fifty cents, seven.” At each different price there was 
ascertain number of baseballs which he would buy. 

153 . . 
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Let us take another example. Mr. Brown goes to town 
on a certain day (say October 5, 1922) to buy his 
winter's stock of coal. On his way to the coal market, 
he thinks it over and decides thus: ‘^1 should like ten 
tons if the price is not over nine dollars a ton. If it is 
less than that, I might buy a few tons more. If it is 
higher, I will not buy ten tons. Let me see. If the price 
is more than fifteen dollars, I won't buy any just now; the 
price probably will not remain so high very long. If 
it is fifteen, I'll take two tons. At fourteen dollars a 
ton, I'll take four tons; at thirteen dollars, six tons; at 
twelve dollars, seven tons; at eleven dollars, eight tons; 
at ten dollars, nine tons; at nine dollars, ten tons; at 
eight dollars, eleven tons; and at seven dollars, twelve 
tons. The price is pretty sure not to be less than seven 
dollars." 

The individual demand schedule. — We can now tell 
how much coal Mr. Brown would take at each price, 
the facts being shown in the following schedule: 

Mr. Brown's Demand eor Coal, October 5, 1922 



Prices 

$ 7.00 
koo 
9.00 


Quantities that 
would he taken 
.12 tons 



Each figure in the second column shows the quantity 
of coal that Mr. Brown would take at the corresponding 
price; that is, at the price on the same line in the price 
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column. Such a schedule is called an individual demand 
schedule, and this brings us to an exact statement of 
of what is meant by individual demand. An individuaVs- 
demand for any commodity is a schedule of the respective 
quantities of that commodity which he would he willing to] 
take at all possible prices. A personas demand for any- 
thing may change from time to time. Whenever we 
speak of demand,' therefore, it is necessary to specify a 
particular time (as October 5, 1922, in the example 
on page 134). 

Demand and desire. — Demand is not the same as 
desire. A hungry tramp with no money desires bread 
very much, but we cannot say he has a demand for bread, 
because, no matter what the price, he is not able to buy 
a single loaf. We may all desire fine automobiles, but 
that does not mean that the number we desire is our 
demand for automobiles. The only one who has a 
demand for automobiles is the person who is able and 
willing to buy at least one at a price at which automobiles 
are likely to be for sale. A person’s demand for any-? 
thing is practically always less than his desire, because : 
he could almost always use more than he is willing and 
able to pay for. ^ 

The individual demand curve. — The facts of an 
individual’s demand are most clearly shown in the form 
of a curve. For example, in order to show the facts in 
Mr, Brown’s demand schedule for coal, we measure 
prices by the distances above o on the y axis (Figure 8, 
page 136), and we mark off on oy a scale in which each space 
stands for one dollar. Now on the a* axis we mark off a 
scale on which each space represents one unit, so that 
we can represent the number of tons of coal by the dis- 
tances to the right of the y axis, as measured by the 
scale on oa. We now have a diagram (Figure 8) upon 


136 DEMAND AND SUPPLY; PRICE AND VALUE 

which we could represent the facts of any demand sched- 
ule in which prices are given in dollars. Mr. Brown’s 
demand for coal is shown by the curve ck, constructed 

according to the method 
explained in the preceding 
chapter (pages 126-131). 

All demand curves are 
made in just this way 
from the corresponding 
demand schedules. What- 
ever point we take on a 
demand curve, its dis- 
tance above the x axis 
represents a price, as 
measured by the scale on 
the y axis, and its distance 
to the right of the y axis 
represents the quantity 
that would be taken at 
that price, measured in 
units according to the 
scale on the a; axis. For example, the point e shows that 
at nine dollars Mr. Brown would take ten tons. The 
point X shows that, as indicated by the diagram, Mr. 
Brown would take five tons if the price were thirteen 

dollars and a half. _ 

Total demand. — Thus far we have been studying the 
demand of an individual buyer, for example, Mr. Brown’s 
demand for coal on a certain day. But of course 
Mr. Brown was not the only person interested in buying 
coal in that market on that day. There may have been 
a dozen, or a hundred, or a thousand other men who came 
to the market on that day to buy coal. Each one had 
his own demand for coal, that is, a scale of the amounts^ 


k»- 


5 10 

Tons 


Fig. 8. Mr. Brown’s Demand for 
Coal, October 5, 1922 
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which he would be willing to take at various prices. 
These individual demands would not all be the same. 
In fact, it is possible that no two of these would be 
exactly alike. Each man’s demand could be represented 
by a schedule and a curve, as in the case of Mr. Brown. 
If, now, we could take all the separate individual demand 
schedules and add them together, it is clear that we 
would have a schedule of the total demand for coal of; 
all buyers in that market. For example, let us take the 
demand schedules of Mr. Smith and Mr. Jones along 
with that of Mr. Brown. We can state them in one 
table as follows: 

Individual Demand Schedules eor Coal, October 5, 1922 
p . Quantities that would be taken by — 


rrices 

Mr, Brown 

Mr, 

Smith 

Mr. Jones 

All three 

$ 7-00 

12 tons 

7 

tons 

25 tons 

44 tons 

8.00 

II “ 

6 

a 

23 


40 

Q.OO 

10 

5 

it 

21 

a 

36 “ 

10.00 

9 “ 

4 

a 

20 

a 

33 “ 

1 1 .00 

....... 8 

3 

i( 

IQ 

a 

30 

12.00 

7 “ 

I 

cc 

18 

a 

26 

IS’OO 

6 

0 

u 

17 

i( 

23 

1,4.00 

4 “ 

0 

(C 

16 

a 

20 

15-00 


0 

iC 

IS 

a 

17 

16.00 

0 “ 

0 

a 

10 

a 

10 “ 


If these men were the only buyers, then the total demand 
for coal would be the sum of their three separate demands. 
Thus the quantity that w^ould be taken at seven dollars 
a ton is twelve plus seven plus twenty-five; that is, forty- 
four tons. In the same way we find that forty tons would 
be taken if the price were eight dollars, and so on for 
every other price, as shown in the last column in the table. 
In exactly the same way we would find the total demand, 
if instead of only three buyers there were three hundred, 
^or three thousand, or any other number of buyers. 
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Definition of demand. — In economics and in practical 
business we are more interested in total demand than 
in individual demand. When we use the word demand 
in this book, it will be understood to mean total demand^ 
unless otherwise stated. Here, then, is the ordinary defini- 
tion of demand. The demand for any commodity is a'l 
schedule of the respective quantities of that commodityl 
which buyers would be willing to take at all possible prices. | 
This definition needs no further explanation. In like 
manner, when we speak of a demand schedule or a demand 
curve, we refer to total demand, unless otherwise stated. 

Demand relates to a certain time and place. — When- 
ever we speak of demand, or demand schedule, or 
demand curve, we must have in mind, not only some 
commodity, but a particular market and a certain time. 
We cannot talk of demand in general. We must say 
^Hhe demand for coal,” or ^Hhe demand for wheat,” etc. 
And we cannot even speak of the demand for wheat in 
general. Suppose you should ask a wheat merchant, 
^^What is the demand for wheat?” He would answer, 
what market do you mean — Chicago, or London, or 
where? And when do you mean — right now, or yesterday, 
or last week? I can tell you that at ten o’clock yesterday 
morning the demand for wheat in the Chicago market 
was so and so.” The demand for any commodity is 
different in different markets, and it is different at differ- 
ent times in the same market. Therefore, whenever 
we talk of the demand for any commodity we must state 
the particular market and the date to which we refer. 

Demand schedule and curve. — For example, suppose 
we are interested in the demand for ice in a certain city, 
which we will call A, on a certain day, say July 15, 1922. 
The facts might be shown in a schedule, similar to the 
following: 
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Demand for Ice, Market of A, July 15, 1922 


Prices 

{per hundred pounds) 


40 cents 


45 

50 

55 

60 

65 

70 

75 


a 

u 

ti 

Cl 

ii 

ii 

ii 


Quantities that 
would be taken 
.600,000 lbs. 
.500,000 
.425,000 '' 

• 375,000 

.350,000 “ 

• 335,000 “ 

.325,000 

..320,000 


These facts could be shown also by a curve, as follows: 



Individual supply. — Supply is like demand in 
many ways. An individuaVs supply of any com- 
modity is a schedtile of the respective quantities of that 
commodity which he would ofer to sell at all possible prices., 
For example, suppose a farmer has just harvested his wheat 
crop and starts for town to find out about the market. 
Dn the way Jie thinks the matter over something like 
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this: wonder what they are paying for wheat in the 

market to-day. If I can get as much as $i.6o a bushel^ 
111 sell my whole crop, s,ooo bushels, right off. Even 
$1.50 would be a very good price; if I can get that I 
had better sell most of my crop, say 4,500 bushels. If 
the price should be $1.40, I would sell 4,000 bushels. 
At $1.20, I won’t sell but 2,000 bushels. At $1.10, I 
would hold back all my wheat but 1,000 bushels. At 
$1.00, I would sell 500 bushels. That is a very low price, 
but I need some money. If the price is below $1.00, 1 won’t 
sell a bushel, no matter how much I need the money.” 

Individual supply schedule. — If this is the state of 
mind of the farmer, we can make out his supply schedule 
and plot his supply curve. The method is exactly the 
same as used in construction demand schedules and 
demand curves. The schedule will be as follows: 

Mr. Thompson’s Supply of Wheat, August 10, 1922 
p . Quantities that 

would he offered 


$1.00 500 bushels 

1. 10 1,000 

1.20 2,000 

1.30 3,000 “ 

1.40 4,000 “ 

I- 50 - 4,500 “ 

1,60 5,000 “ 


Individual supply curve. — The corresponding supply 
curve is shown in Figure 10 on the following page. 

All supply curves are made thus to agree with the 
corresponding supply schedules. Whatever point we 
take on a supply curve, its distance above the rr axis 
represents a price, as measured by the scale on the y 
axis, and its distance to the right of the y axis represents 
the quantity that would be offered at that price, 
measured in units according to the scale on the x axis. . 
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For example, take the point c. Its height above 0 % repre- 
sents $1.30, while its distance to the right of oy stands 
for 3,000 bushels. That means that at a price of $1.30 
Mr. Thompson would offer 3,000 bushels of wheat, the 
same fact as is shown on the fourth line of the supply 
schedule. Again, take an intermediate point .s. If a 
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Ftg. 10. Mr. Tho'vpson’s Supply of Wheat, August 10, 1922 


horizontal line is drawn from 5 to the axis oy and a 
vertical line from to the axis e:r, the diagram indicates 
that at a price of $145, Mr. Thompson would be willing 
to sell 4,250 bushels of wheat. 

Total supply. — Of course Mr. Thompson is not the 
only farmer who comes to this market to sell wheat. 
There are many others. The sum of all their individual 
supply schedules will give the schedule of the total supply, 
inthe same w^ay as we found the total demand (page 137)- 
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Definition of supply. — We are more interested m 
total supply than in individual supply, and hereafter 
when we use the word supply we shall mean total supply 
unless otherwise stated. The supply of ay commodUy 
is a schedule of the respective quanUHes of that commodity 
which sellers would offer at all possible prices. 

Supply relates to a particular time and place. The 
supply of any commodity is different m different markets 
anK different times in the same market. So whenever 
we speak of supply we must have m mind not only some 
commodity but a particular market and a certain time. 

Supply schedule and curve. — Suppose we are inter- 
ested in the supply of ice in the city A on July 15, 1922. 
The facts might be shown in a schedule such as this. 


Supply op Ice, Market of A, July 15, 1922 


Prices 

{per hundred pounds) 

Quantities that 
would be ojjered 
. . 100,000 pounds 

4U » 

a 

200,000 

45 

a 

275,000 “ 

SO 

(< 


55 

(( 


DO 

i( 


05 

70 

75 

a 

400,000 

ei 



The same facts could also be shown in a curve as in 



Figure ii on the following page. _ . Ut, 

Supply and quantity on hand. — The supply is not the 
same as the quantity of goods on hand. For example, 
our farmer had a quantity of wheat amounting to five 
thousand bushels. But this was not his individual supply. 
That was a schedule of the quantities he would be wilhng 
to sen at various prices, a very different thing, ihe 
amount offered for sale is usually less than the quantity , 
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Fig. II. Supply op Ice, Market op A, July 15, 1922 

on hand. But sometimes the amount offered for sale is 
more than the quantity on hand, as will be explained 
when we study speculation in (Chapter XXXV). 
EXERCISES 

1. Draw up an imaginar>^ schedule of an individiiars demand 
for some article. 

2. Draw the curve corresponding to the demand schedule in the 
answer to Question i. 

3. Explain the difference between demand and desire. 

4. What is the relation between individual demand and total 
demand? 

5. Draw up a schedule representing the supply of some article 
of common use in your own city, tovm, or neighborhood. Also draw 
the supply curve corresponding to that schedule. 

6. Explain the difference between suppty and quantity on hand. 

References for further study. — Marshall, A., Frimiples of 
Economics, Seventh Edition (1916), pages 96-101; 

Fisher, I., Elementary Principles of Economics (1912), pages 258-277. 
Walker, F. k., Political Economy, Third Edition (1888), pages 97-100. 


CHAPTER XVII 

THE LAW OF DEMAND AND SUPPLY 

Price and demand. — Everybody knows that if the 
price of any commodity is very high, people are not so 
eager to buy as they would be if the price were lower. 
If the price is very high, they wiR buy only a Rttle. If 
it is low, they will buy more. Suppose that in a certain 
market the price of eggs is sixty cents a dozen, and sup- 
pose the quantity of eggs taken in that market at that 
price is 500 dozen. Then we know that if instead of 
sixty cents the price had been seventy cents, the quantity 
taken would have been less than 500 dozen. Some people 
would go without eggs for a time rather than pay seventy 
cents for them, though they were wRling to buy some 
at sixty cents. And there are others who would buy 
fewer at seventy cents than they would take at sixty 
cents. So, taking aU the buyers together, the amount 
taken at seventy cents would be less than at sixty cents; 
let us say, 450 dozen. In like manner, the amount taken 
would be larger if the price were fifty cents. At that 
price some people would offer to buy, who could not 
afford to pay even sixty cents. And many people who 
were willing to buy certain amounts at sixty cents would 
take more if they could get them at fifty cents. 

The law of demand. — Whatever prices we take, the 
higher the price, the less buyers will take, and the lower 
the price, the more buyers will take. This is the same 
thing as saying that the quantity taken varies inversely 
with the price. We have thus arrived at the law oj demand, ■ 

144 
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which is as follows: Other things being equal, the quantity 
of any commodity which buyers would be willing to take 
varies inversely with the price. 

The law illustrated by the demand curve. — The 
demand curve (Figures 8 and 9, Chapter XVI) illustrates 
clearly the law of demand. As we go along the curve 
from right to left, the distances that measure prices 
grow longer, while the distances that measure quantities 
taken grow shorter. This simply means: the higher the 
price, the smaller the quantity taken. On the other hand, 
as we go along the curve from left to right, the distances 
that measure prices decrease, while those that measure 
quantities taken increase, which means: the lower the 
price, the greater the quantity taken. Both of these 
results must follow as long as the curve slants down as 
it goes to the right. All demand curves slant down thus; ! 
that is, all fiemand curves are descending curves. 

Price an# supply. — Let us turn now to supply. 
Everybody knows that a high price generally makes 
people eager to sell, while a low price discourages sellers. 
Suppose that the price of fine apples in a certain city 
is six dollars a barrel, and that at that price sellers are 
offering 200 barrels, W^e may be sure that if the price 
were seven dollars, instead of six, more apples would be 
offered for sale. The dealers would bring apples in from 
farther back in the country. At a price of sLx dollars 
it did not pay to bring apples from so far away. Also 
at seven dollars farmers would be tempted to sell some 
apples which they had planned to keep for their own 
use. The amount offered would therefore be greater at 
seven dollars than at six. On the other hand, if the 
price were five dollars, fewer apples would be offered for 
sale. The farmers would be likely to keep more of their 
apples for their own use, and farmers living some distance 
F. Es. Econ. — 10 
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from town, who could afford to send apples to the city 
or six dollars a barrel, would find that at hve dollars 
Sere was no profit left after paying the cost of trans- 
portation. The quantity offered would therefore be less^ 

^ The law of supply. — Whatever prices we take, the 
higher the price, the greater the quantity offered for sale, 
S the lower the price, the smaller the quantity offered^ 
?his is the same thing as saying that the quantity offered 
fe sale varies directly with the price And we now have 
the law of supply, as follows; Otiwr tbngs bang ofuai, the 
tantUy ./ Z commciity ojered for sole generally mrus 

■ directly with the price. 

The law iUustrated by the supply c^«ve - The 
supply curve (Figures lo and n, Chapter XVI) illus- 
trates dearly the law of supply. As we go along this 
curve from left to right both the distances that measure 
prices and those that measure quantities offered grow 
longer, whereas both grow shorter as we go from righ 
to left. This simply means that the quantity offered 
varies directly with the price. It must be true, so l^g 
as the curve slants upward as it goes to the right. W ■ 

' call curves that slant upward ascending curves, buppiy 
curves are almost always ascending curves. 

’• Elastidty of demand. — There are great differences 
between various commodities as regards the way m which 
the quantity that buyers will take varies with the price. 
As we have just learned, the quantity of any cornmodi y 
that would be taken always increases as the price tails 
and decreases as the price rises, but these changes are 
greater and more rapid for some things than for others. 
For example, suppose the price of milk should rise. 
Would there be a great decrease in the amount ot mil' 

•that people would be willing to buy? No There would 

be some decrease, but it would be small. The reason 
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is that everybody must have about so much milk; the 
amount needed by each person is not large; increasing 
the price of it would not make a very great difference 
in the amount each person would spend; and people 
would prefer to make a little saving somewhere else 
rather than cut down their regular portion of milk. In 
the same way^ if the price of milk should fall there would 
not be much increase in the demand. Most people were 
already getting about as much milk as they wanted, 
and they would not use much more, no matter how cheap 
it was. This is true of most of the things called necessities. \ 
People must have them. If the price goes up, they will 
still have to buy nearly as much as before. And though 
the price falls, they do not buy much more than before. 
Shoes are a necessity. The price of shoes increased very 
much during the World War. But people had to have 
shoes, and the quantity bought did not decrease very much. 
When the quantity of a commodity that is bought does 
not change much with changes in price, it is said that 
the demand for that commodity is inelastic. , 

The opposite is true oi luxuries, or things which people 
do not have to have. If the price goes up, people will 
be able to use less or go without. Therefore a rise in 
price quickly causes a great decrease in the quantity 
taken. If the price falls, people can enjoy luxuries which 
they could not afford before, and there is quickly a large 
increase in the quantity taken. A fall in the price of 
pleasure automobiles causes a great increase in the pur- 
chases. If the price goes up, other things being equal, 
the buyers will not be willing to take nearly so maiw. 
The demand for luxuries is elastic, because changes 
in price cause large changes in the quantities taken. 

Elasticity of demand illustrated by demand curves. — 
B,y drawing demand curves we shall see clearly the differ- 
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ence between elastic and inelastic demand. Suppose in 
a certain town the weekly demand schedules for milk 
and for a certain kind of chocolate candy are as follows: 


Demand eok Milk 

Demand 

EOR Candy 

Prices 

Quantities 

Prices 

Quantities 

10 cents 

10,000 quarts 

30 cents 

500 pounds 

II “ 

9,800 

40 " 

400 

12 “ 

9,600 “ 

SO 

300 " 

13 “ 

9,400 “ 

60 

200 

14 “ 

9,200 “ 

70 

135 '' 

IS “ 

9,000 “ 

80 “ 

75 “ 


The corresponding demand curves are as below: 
y ' y 


20 

§ 

5 












a 






\ 


i 





b 











Fig. 12. Demand eoe Milk Fig. 13. Demand eor Candy 

Notice the difference between these two curves. The 
curve ab for milk descends rapidly; it is very steep. The 
curve mn for chocolate candy descends slowly; it is less 
steep. Milk is a necessity, with an inelastic demand. 
Chocolate candy is a luxury, with an elastic demand. 
Elastic demand curves descend slowly; inelastic demand 
j| curves descend rapidly. We can always tell how elastic 
' the demand for any commodity is by noticing the 
steepness of its demand curve. 

Elasticity of supply. — Commodities also differ as to 
the elasticity of supply. The quantity of certain things 
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offered for sale is greatly increased by an increase in 
price and declines greatly when the price falls. Such 
commodities have an elastic supply. Manufactured/ 
articles generally have an elastic supply. If the price of 
automobiles rises, the manufacturers quickly increase the 
number of cars for sale. If the price falls, manufacturers 
cut down their production or go out of business, and the 
quantity offered declines greatly. 

Other things, such as many raw materials, have an 
inelastic supply. The quantity offered does not vary so 
much or so quickly with changes in price. The supply 
of coal, for example, is rather inelastic. 



Automobiles 


Fig. 14. Supply op Automobiles 

Illustrated by supply curves. — Figures 14 and 15 
represent the supply curve of a certain grade of auto- 
mobile and the supply curve of coal in a certain place. 
The elasticity of the supply is shown by the steepness 
of the two curves. The curve for automobiles rises 
slowly as it goes from left to right. It is not very steep. 
This is because automobiles have an elastic supply. 
|| , Elastic ^ supply curves rise slowly; they are not very 
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steep. On the other hand, the supply curve of coal rises 
rapidly. It is steep, because the supply of coal is inelas- 
tic. Inelastic supply curves rise rapidly; they are steep„ 



EXERCISES 


1. State and explain the law of demand. Why do all demand 
curves slant down as we go from left to right? 

2. State and explain the law of supply. Why do supply curves 
generally slant upwards as we go from left to right? 

3. Here are three demand curves. Do they represent elastic or 
inelastic demands? 


1/ y y 



4. Name five articles having an elastic demand, and explain each. 

5. Name five articles having an inelastic demand; explain each. 


References 'for further study. — Marshall,: A., , Principles of 
Seventh Edition (1916), pages io2"-ii6. Taussig, F. W., 
Principles of Economics , Third Revised Edition (1921), Voi. I, 
pages 134-142. 


CHAPTER XVIII 
THE LAW OF MARKET PRICE 


Demand and supply brought together. — Thus far we 
have been studying demand and supply separately. We 
are now ready to bring them together and learn how 
market price is determined. For an example, take the 
ice market of the city A, which has already been used 
in studying demand and supply. Figure i6 is based on 



the same facts as Figures 9 and ii in Chapter XVI, but 
here we have both curves on the same diagram. 

The curve ss^ sho-ws the supply of ice at a certain time. 
The curve ddf is the demand curve for ice at the same, 
time. At the point p these two .curves intersect. What 
does, this .mean? 

isi 
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The price at which quantities offered and taken are 
equal. — First of all, the point p represents the same 
price on both curves. Whether we are considering the 
supply curve or the demand curve dd', the point p 
stands for a price of 6o cents. Notice also that at this 
price, represented by p, the quantity offered and the 
quantity taken are equal; i.e., 350,000 pounds. Again, 
this point stands for the only price at which these quan- 
tities can be equal. For example, at a price of 55 cents, 
the quantity offered, ce, is less than the quantity taken, 
cfy and this would be true of any price less than 60 cents. 
On the other hand, at a price of 65 cents, the quantity 
offered, gi, is greater than the quantity taken, gh, and 
this would be true of any price greater than 60 cents. 
Sixty cents is the only price at which the quantity offered 
and the quantity taken are equal. 

The price at which exchanges take place. — Now this 
particular price is different from any other price and is 
very important. In a perfect market, where buyers and 
sellers meet and have full knowledge of all the conditions 
of demand and supply, this is the only price at which 
any considerable amount of the commodity will be 
exchanged. Any purchaser who ignorantly offered to pay 
more than this price would find all the sellers rushing to 
sell to him and would soon see that he need not offer 
so much. Any purchaser who offered less than this price 
would find no one willing to sell to him. In like manner, 
a seller who offered to sell for less than this price would 
be swamped with buyers, and would raise his price; while 
one who asked more would find no one to whom he could 
sell. Buyers will not pay more than this price; sellers 
will not sell for less, with the demand and supply as 
assumed. 

; The .price that c.le_ar^.jfea...niaxket. — We also. , see that 
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at this price all sellers are able to dispose of all of the 
commodity that they are willing to sell (at that price) 
and that buyers are able to get all they want to pay for 
(at that price). As business men say, this price is the 
one that clears the^m In our example, no seller 

who was willing to take 6o cents is left with an unsold 
stock, and no buyer who was willing to pay 6o cents has 
to go unsatisfied. This is the only price of which these 
statements would be true. 

Market price. — This price is called the market price. 
The prevailing price at which any commodity is actually 
bought and sold on the market, is the market price. This is 
the price that clears the market. It is likewise the price 
at which the quantity offered for sale is equal to the 
quantity that buyers are willing to take. It is thus 
determined by demand and supply, as indicated by the 
point at which the curves of demand and supply inter- 
sect each other. We set out to learn how prices are 
determined, and we have now discovered the first part 
of the law of market price. M arket price is determined by ' 
demand and supply and is the price at which the quantity 
which buyers are wnlling to take is equal to the quantity 
offered by sellers. Demand and supply thus determine, 
not only the market price, but also the quantity of goods 
exchanged. 

Changes in market price. — We have learned that, 
in a given market at any given time, any commodity 
has a certain demand and a certain supply, which deter- 
mine a certain market price, at which a certain amount 
of the commodity is bought and sold. We must now 
find out how the market price can change from time to 
time. It is clear (see Figure i6) that there cannot pos- 
sibly be any other price, with those particular demand 
and supply curves, because that is the only price at which 
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the quantities offered and taken are equal, or the only 
point at which the curves can intersect. The only way 
market price can change is by a change either in the demand 
or in the supply or in both. 

Effect of an increase in demand. -- Let us study the 
effect of a change in the demand or in the supply. We 
can still use our illustration of the ice market in A. We 
assumed that on a certain day (July 15, 1922) the demand 
for ice — that is, the amounts people would be willing 
to buy at various prices — was as stated in ^ a certain 
schedule and curve. This was the demand for ice in that 
market on that day. This demand will not necessarily 
remain the same. Next week or next month it will very 
likely be different. Let us suppose that the weather 
becomes unusually hot. People need a good deal more 
ice than they did before. At any price, the amount they 
would be willing to buy will therefore be greater than 
before. That will be a new demand, represented by a 
new schedule and a new curve. We will repeat the old 
schedule and suppose the new schedule to be as stated 
in the third column below; 


Prices 

Demand eor Ice, Market of A 

Quantities 

{per 100 pounds) 

July 15, 1922 

August 15, 1922 

40 cents 

600,000 pounds 

675,000 pounds 

45 

500,000 

575)000 

50 

425,000 '' 

500,000 

55 

375,000 “ 

450,000 '' 

60 “ 

350,000 “ 

425,000 '' 

65 

335,000 

410,000 

70 “ 

325,000 

400,000 

75 “ 

320,000 

395,000 “ 


The corresponding demand curves, dd' and ee' , are 
shown on the following page (Figure 17). 
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When conditions of demand change so that there is a 
greater demand for any commodity, this means that at ' 
practically every price the amount that people would be 
willing to buy is greater than it was before. This is 
illustrated by a new demand curve farther to the right 
than the old curve. This is what business men mean when 
they say, for example: ^^The demand for cotton is greater 
this week,” or ‘‘There is a very strong demand for coal.” 

We must now ask, what is the effect on the market 
price of an increase in demand? We will assume that 
the supply has not changed. Referring to Figure 17, w-e 
see that the supply curve ss' is the same as before, but 
the new demand curve intersects the supply curve at a 
different point g, which is farther to the right, and there- 
fore farther up from the line ox. This means that there 
is a new market price.^ The old market price wms 60 
cents, determined b}^ the intersection of the demand 
and/supply curves at;^.. Now the demand and supply 
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curves intersect at q, which means that at a price of 70 
cents the quantities offered and taken are equal, each 
being 400,000 pounds. The market price, therefore, is 70 
cents, and the amount of ice bought and sold is 400,000 
pounds. This proves the law that other things being equal, 
an increase in demand causes an increase in market price. 

Effect of a decrease in demand. — In the same way 
we can see that other things being equal, a decrease in 
demand causes a decrease in market price. Let us suppose 
that the hot spell lasts a week and then the weather 
changes. People reduce their purchases^ of ice but still 
use more than they did before the hot season started. 
Let us suppose the demand schedule on August 22, to be 
as follows: 

Demand eor Ice, Market of A, August 22, 1922 


^ N Quantities 

{per 100 pounds) 


40 cents 

650,000 

pounds 

45 


550,000 

u 

50 

a 

475,000 

(( 

55 

(( 

425,000 

t( 

60 

a 

395,000 

it 

65 

(C 

375,000 

cc 

70 

(C 

360,000 

a 

75 

a 

350,000 

tc 


In Figure 18 we have the corresponding demand curve, 
ff'; also the demand curve ee', as it was a week earlier, 
August IS, and the supply curve ss^, which we will sup- 
pose is still the same as it has been. Evidently the new 
demand curve is farther to the left than it was. It inter- 
sects the supply curve at a new point r, which shows 
that the market price is now 65 cents and that the 
quantities offered and taken are equal at 375,000 pounds, 
which is the amount that wiE be bought and sold on 
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this day. This is proof that a decrease in demand has 
caused a decrease in price. 



Fig. 18. Decreased Demand for Ice ( ff '), Market of A 


Changes in supply. — How is the market price affected 
by changes in the supply? Conditions of supply do not 
remain unchanged any more than those of demand. For 
example, during the World War the world’s supply of 
sugar ran short, and people suddenly found that the 
amount of sugar that could be bought at any price was 
less than before. That is, there was a different supply 
of sugar, to be represented by a new supply schedule and 
a new supply curve. On the other hand, a new inven- 
tion will often cheapen the cost of producing some com- 
modity so that the amount offered for sale at any price 
will be greatly increased. That means an opposite 
change in the supply and in the supply schedule and 
the supply curve. 

Effect of a decrease in supply. — Going back again to 
our illustration of the ice market in A, we had a certain 



IS8 DEMAND AND SUPPLY* PRICE AND VALUE 


schedule and a certain curve that showed the condition 
of supply on a certain date, July 15, 1922. But this 
condition may change at any time. Let us assume that 
some of the ice sold in A has to be brought in by rail 
from ice houses at some distance. Now suppose a strike 
should tie up the railroad so that ice could not be brought 
into the town as usual. The ice men would find their 
stocks running low. They would try to make their stocks 
last so as to supply their customers, and they would also 
be tempted to hold out for a higher price. The result 
would be that they would be less eager to sell. At any ^ 
given price the amount of ice they would offer for sale : 
would be less than before. There would thus be a differ- 
ent supply, represented by a new supply schedule and 
a new supply curve. Let us suppose the new schedule 
to be as shown in the third column of the table below. 
In the second column we have repeated the old schedule. 

Supply of Ice, Market of A 
Prices Quantities 

{per TOO pounds) July 15, 1922 July 29, ig22 


40 cents 

100,000 pounds 

80,000 pounds 

45 

it 

200,000 

a 

160,000 

ti 

SO 

it 

275,000 

it 

235,000 

it 

55 

it 

325,000 

it 

285,000 

it 

60 

a 

350,000 

u 

310,000 

it 

65 

a 

375,000 

it 

335,000 

it 

70 

it 

400,000 

i( 

350,000 

tc 

75 

a 

425,000 

a 

360,000 

it 


The corresponding supply curves, (as on July 15) 
and (as on July 29), are shown on the following page 
(Figure 19). 

When conditions of supply change so that there is a 
smaller supply of any commodity, this means that at 
every price the amount offered for sale is less than before.. 
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This is illustrated by a new supply curve farther to the 
left than the old curve. This is what people mean when 
they say, for example: ‘^The supply of wheat is very low 
to-day/^ There is a shortage in the butter supply, etc. 



Let us now see how the market price is affected by a 
decrease in the supply. We assume that, while the supply 
has been changing, there has been no change in demand, 
w^hich is still represented by the curve dd^ as before 
(Figure 19). Notice, however, that the new supply curve 
ttf intersects the demand curve at a new point, farther 
to the left and therefore farther up than the point p at 
which the old supply curve intersected the demand curve. 
This means that there is a new market price. On 
July 15, the price was 60 cents. Now the price is deter- 
mined by the point m, since at that price Jhe quantities 
offered and taken are equal, each being 335,000 pounds. 
The price, therefore, is now 65 cents, and the amount 
'.of ice bought and sold is 335,000 pounds. This proveS; 
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the law that other things being equal, a decrease in supply 
causes an increase in price. 

Effect of an increase in supply. — Other things being 
equal, an increase in supply causes a decrease in price. 
This law is proved in much the same way as the con- 
verse. Let us suppose that after a week the railroad 
strike is settled and ice comes into the market of A in 
greater quantities than ever before. The ice men will 
find it easy to replenish their stocks and will be glad to 
sell. The result will be a new supply schedule which we 
will suppose to be as follows: 


Supply op Ice, Market op A, August 5, 1922 

Prices Quantities , ^ it \ Quantities 

{per 100 lb.) ^ {per 100 lb.) ^ 

40 cents 1 20,000 pounds 60 cents 410,000 pounds 

45 “ 250,000 '' 65 “ , 445,000 

50 325,000 70 460,000 

55 375,000 75 475,000 “ 
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In Figure 20 we have the corresponding supply curve 
vv^] and also the supply curve U\ as it was the week 
before, July 29, and the demand curve, dd' , which wc 
will suppose is still unchanged. The new supply curve 
is evidently farther to the right than before. It inter- 
sects the demand curve at a new point which shows 
that the market price is now 55 cents and the quantities 
offered and taken are equal at 375,000 pounds, which 
is the amount sold. This proves that an increase in 
supply causes a decrease in price. 

We have now learned the effects on price of (i) an 
increase in demand, (2) a decrease in demand, (3) a 
decrease in supply, and (4) an increase in supply. These 
are all the f)ossible changes in the amount of demand and 
supply, and we may combine the results in one sentence, 
as follows: Other things being equal, a change in the size 
of the demand causes a similar change in price; a change 
in the size of the supply causes an opposite change in price, \ 

I'liis is the second part of the law of market price, . ■ 

Summary. — We have now found the answer to the 
question: How are prices determined? Let us sum up 
the several steps by which we reached the answer: 

1. Dejinition of market. A market for any kind of r;j'| 

w-ealth or service is a place where buyers and sellers 
exchange that kind of 'wealth or service. (See Chapter 
XVI, p. 133.) 

2. Defmition of denumd. The demand for any com- 
modit}^" is a schedule of the respective quantities of that 
commodity which buyers wmuld be 'willing to take at all 
possible prices. (See Chapter XVI, p. 138.) 

3. Dejinition of supply. The supply of any commodity 
is a schedule of the respective quantities of that com- 
modity which sellers would offer at all possible prices. 

(See Chapter XVI, p. 142.) 

F. Es. 'Ec’ON. —T i 
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4. The law of demand. Other things being equal, the 
quantity of any commodity which buyers would be willing 
to take varies inversely with the price. (See Chapter 
XVII, p. 144.) 

5. The law of supply. Other things being equal, the 
quantity of any commodity offered for sale varies directly 
with the price. (See Chapter XVII, p. 146.) 

6. Definition of market price. The market price of any 
commodity is the prevailing price at which that com- 
modity is actually bought and sold on the market. (See 
Chapter XVIII, p. 153.) 

7. The law of market price, (a) Market price is deter- 
mined by demand and supply and is the price at which 
the quantity which buyers are willing to take is equal 
to the quantity offered by sellers. (See Chapter XVIII, 

P- IS 3 -) 

(b) Other things being equal, a change in the size of 
the demand causes a similar change in price; a change 
in the- size of the supply causes an opposite change in 
price. (See Chapter XVIII, p. 161.) 

EXERCISES 

I. Here are the demand and the supply schedules for sugar in 
a certain city on a certain day: 


Quantities that would he 
taken offered 


4 

cents 

700 pounds 

100 

pounds 

5 

« 

600 

it 

200 

it 

6 

it 

500 

tt 

300 

it 

7 

it 

450 

ti 

350 

tt 

8 

it 

400 

tt 

400 

tt 

9 

it 

350 

ct 

450 

a 

10 

it 

325 

tt 

500 

it 

II 

a 

300 

it 

550 

it 


(a) Draw the corresponding demand and supply curves. (&) What 
is the market price of sugar?' (r) Why can the. price not, be higher? 
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(d) Why can the price not be lower? (e) What do people mean 
when they say, “Supply and demand are equal’’? Is it a correct 
statement? 

2. What circumstance might cause the demand for sugar to in- 
crease? Draw up a new schedule showing an increase in the 
demand. 

3. Draw the demand curve corresponding to the schedule in the 
answer to Question 2, and on the same diagram draw the supply 
curve (assuming there has been no change in supply). What is now 
the market price? 

4. What circumstances might cause the demand for sugar to 
decrease? Dra^v up a new schedule showing a decrease in the demand. 

5. Draw the demand curve corresponding to the demand schedule 
in the answer to Question 4, and on the same diagram draw the 
supply curve from the answer to Question i (a). What is now the 
market price? 

6. Assuming demand as in Question i, draw up a new supply 
schedule showing an increase in the supply. Draw the demand curve 
and the new supply curve and determine the new market price. 

7. Assuming demajid as in Question i, draw up a new supply 
schedule showing a decrease in the supply. Draw the demand curve 
and the new supply curve and determine the new market price. 

References for further study. — Taussig, F. W., Principles of 
Economics, Tliird Revised Edition (1921), Vol. I, pages 1 42-145. 
Johnson, A. S,, Inirodiicfion to Economics, Revised (1922), pages 
41-48. Fisher, I., Elementary Principles of Economics (1912), pages 
258-277. IMarsliall, A., Principles of Economics, Seventh Edition 
(1916), pages 331-3.36- 


CHAPTER XIX 

COST OF PRODUCTION AND SUPPLY. COMPETITION 

What is back of supply? — We have now learned how 
the prices of tilings are determined by demand and supply. 
Before that, we had learned (Chapter XIV) how the de- 
mand for wealth and services is based upon the law of 
marginal utility. In this chapter we shall study what is 

back of supply. _ , r^4r 

How do sellers know what prices to ask? Ui course 

a person sells anything because he desires the money he 
can get for it more than he desires the thing itself. That 
is, the seller compares the utility of the thing and the 
utility of the money he can get for it (its price), just as 
the buver does. But there is this important difference. 
Most people buy things because they want to use them 
to satisfy their own wants. Most sellers, on the other 
hand, are not seUing things that they would ever use 
themselves. They are in the business of selling, on 
account of the profits they can make at it. For example, 
when you buy a suit of clothes, you buy it' to wear. But 
the merchant who sold it to you had no idea of wearing 
that suit. He sells hundreds of suits every year which 
he never expected to wear. How do the merchants deter- 
mine the utility of the things they sell? How do they 
decide the prices at which they would be willing to sell, 
or the quantities they would be willing to sell at different 
■ pjIcCS?^ ' ' ' , ^ 

If one should ask a storekeeper this question, he would 
answer something like this; “The prices I ask depend on 
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what it costs me to get the goods and run my store. I 
have to buy my goods from the manufacturers or the 
wholesalers. I have various expenses for running my 
store. I have to charge prices for my goods high enough 
to cover all my costs and give me a reasonable profit.^’ 
The chief cost of a merchant is what he pays for his 
goods. To understand supply, then, we must go bn and 
ask what determines the prices at W'hich the wholesalers 
and the manufatucrers are willing to sell. And since the 
wholesalers must themselves buy of the manufacturers, 
our first problem is to find out how the supply of goods 
offered for sale by the manufacturers is determined. 

Competition defined. — The solution depends on 
whether goods are produced under conditions of compe- 
tition or monopoly. We shall study first competition. 
Monopoly will be taken up in the next chapter. Com- 
pelUion is ihal condition in which (i) rival sellers are seeking 
to sell to the same person or persons, or (2) rival buyers are 
seeking to buy from the same person or persons; each seller 
or buyer acting independently in Iris own interest without 
regard to the interests of other sellers or biiyers. There is 
competitive production, of a commodity or service when 
there are two or more independent producers in com,-' 
petition with one another. 

Cost of production determines supply. — In com-/ 
}3Kitive production, the supply of the product depends 
mainly upon the cost of production. No w^ealth or service 
can be produced without labor and other costs. No one 
is willing to produce unless the price he receives is enough 
to pa}^ all the costs. Among the costs of production the,/ 
principal items are wages paid to laborers, costs of mate- ; 
rials, certain, rents, interest on the capital employed, and ■ 
finally sufficient profits to make it worth while for the 
employer to run the business. It. may seem strange- at 
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first to call profits part of the cost of production. But 
it is clear that no man will undertake to run a business 
unless he can make at least as much for himself as he 
could earn in salary or wages by hiring out to an em- 
ployer. We must have employers in charge of busi- 
ness enterprises or there would be very little production. 
Hence^ enough profits to induce such men to undertake 
the management of business enterprises must be counted 
among the necessary costs of production. 

Producers, then, will supply goods to the market only 
at prices at least sufficient to cover all the costs of pro- 
duction. But can the price be higher than this? No, 
not if there is competition. Suppose that it costs $50 to 
make a certain grade of bicycle, and that there are sev- 
eral manufacturers making and selling the bicycles in 
competition. Each maker tries to sell as many bicycles 
as possible in order to increase his profits. He knows that 
the one sure method of attracting buyers away from his 
competitors is to make his price lower than theirs. As a 
result each manufacturer makes his price as low as he 
can and still pay all his costs, including, of course, a 
profit sufficient to induce him to stay in the business. 
And any manufacturer who tried to charge more than 
the cost would find that nobody would buy of him. So 
the price at. which all the producers are offering to sell 
will be I50, or the cost of production (including the 
normal profit). 

What we have learned about the producers or 
manufacturers is just as true of those who buy wealth 
in order to sell it to others, the dealers, wholesalers, 
jobbers, retail storekeepers, etc. Each of them has to 
buy his goods from some one else and pay enough to 
cover that person’s costs. Then the dealer has Ms own 
costs — wages,, rent, interest,' and expenses of keeping up 
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Ms store. When he sells the goods he must get enough 
more than he paid for them to cover these costs and 
give him a normal profit. Otherwise he would not stay 
in the business. And he cannot charge more than the 
cost for any long time, because if he does his competitors 
will undersell him and take his customers away. So the 
dealer offers goods at prices equal to the cost; just as the 
original producer does. 

We see, then, that in competitive production the 
producers and dealers will offer to sell goods only at 
prices which will cover their costs; or, in other words, 
the amounts of goods which they will offer to sell on the 
market at different prices are the amounts for which 
those prices will just cover the cost of production. Cost 
of production, then, is what really determines supply, just 
as utility determines demand. 

Cost depends on amount produced. — The cost of 
prodiiction, however, generally depends on how much is 
being produced. A farmer finds that he can raise 1,000 
bushels of wiieat on his farm at a cost (including a satis- 
factory profit to himself) of $1.20 a bushel. If he should 
try to raise 1,100 bushels, the extra 100 bushels would 
cost, say $1.25 each. He could raise another 100 bushels 
at a cost of $1.30, and so on. That is, after a certain 
point has been reached, the more wheat he raises, the 
greater is the cost per bushel. The reason for this is 
the law_ of. diminishing ■■returns^ another of those great 
‘^''economic laws^’ (see Chapter X) -which it is necessary , 
for us to study. 

The law of dimimshing returns: an illustration. — We 
can get an idea of the law of diminishing returns by 
taking an example which would be familiar to any farmer. 
Suppose you ask a farmer how many bushels of wheafhe 
can raise on his farm. He replies, let us say, ‘'Thirty 
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bushels to the acre.’’ You ask if he could not possibly 
raise more wheat to the acre, and he replies, ''Certainly, 
I could easily raise more, if I hired another workman, 
bought better machinery, and put on more fertilizer; 
that is, if I used more capital and labor on my land.” 
You ask him why he does not do this. He answers that 
it would not pay at the present price of wheat, as he 
would not get enough more wheat to pay for the addi- 
tional capital and labor which would be necessary. This 
is a good illustration of the law of diminishing returns. 
Every farmer understands that it pays him to use a 
certain amount of labor and capital on his land and that 
he can always increase his product by using more capital 
and labor, but that beyond a certain point it does not 
pay to increase the product in this vvmy. The farmer 
may never have heard of the law of diminishing returns, 
but he understands it nevertheless. 

Statement of the law of diminishing returns. — The 
law of diminishing returns may be stated as follows: 
On a gken piece of land^ increasing the amount of capital 
and labor employed results at first in more than a propor- 
tionate increase in the product^ hut after a certain point 
further increase of labor and capital ^ while they still increase 
the product, do not increase it proportionately . For instance, 
suppose we have a hundred-acre farm, upon which one 
man is employed with one team of horses and machinery 
and fertilizer in proportion. This farm would not yield 
a very large product, because the one man and the small 
amount of capital wmuld not be enough to work it well. 
He might get perhaps an average of ten bushels to an 
acre. Now suppose we bring in another man, another 
team 'of,, horses, .and’ ,■ more machinery ■ a,nd; 'fertilizer. 
Doubling the labor and capital will probably more than 
■'.double the. product. ' We may now get twenty- five bushels ■ 
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to the acre. Suppose we add a third man, team, and 
installment of machinery and fertilizer; we may now 
get thirty-eight bushels to the acre, which shows that 
the new increase of labor and capital was worth while. 
But if we add a fourth installment of labor and capital, 
we shall probably find that the product is no longer 
increased in proportion. We may now get perhaps 
forty-five bushels to the acre. This means that the point 
of diminishing returns has been reached. It is true that 
w'e have increased the product, but we have not increased 
it in proportion to the amount of additional capital and 
labor employed. We might go on adding more capital 
and labor, and for a long time we would get more wheat 
to the acre, but the increase would grow smaller and 
smaller in proportion to the capital and labor required 
to produce it. 

The “extractive industries.” — The law of diminishing 
returns always holds true and is easily understood in 
agriculture, but it applies also to other lines of produc- 
tion. In cutting the timber from a forest, the logger 
knows about how much labor and capital it pays him to 
employ. Many of the inferior and the less accessible 
trees are left standing. Why does not the logger clear 
them all off, since the timber he leaves would certainly 
be of value? The answer is that while he could get more 
wood from the forest, it wmuld not pay for the additional 
capital and labor required. In other words, he knows 
that he is subject to the law of diminishing returns and 
he finds it does not pay to employ more than a certain 
amount of capital and labor on a given tract. In the 
same W'ay the coal miner does not take all the coal that 
he could possibly get out of the mine. ■ Some of it is io. 
shallow deposits, and in remote galleries, and some is left 
iq pillars to, support the roof of the mine, and the increased 
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capital and labor necessary to bring it to the surface 
would not increase the product proportionately. The 
law of diminishing returns applies particularly to all those 
industries which are devoted to obtaining the materials 
which nature furnishes. These industries, such as fann- 
ing, mining, forestry, fishing, etc., we call the extractive 
industries. 

Increasing costs. —The law of diminishing returns is 
very important in the production of wealth. It means ^ 
that capital, labor, and land must be employed in just 
the right proportions in order that industry may be 
most prohtable. It also means that, in the production 
of a great deal of the world’s wealth, the cost of pro- 
ducing a unit of product becomes greater as the number 
of units produced is increased. That is, the law of 
diminishing returns causes many industries to operate 
under conditions of increasing costs. Ihis is generally 
true of farming, forestry, mining, fishing, and of all the ^ 
extractive industries. 

Constant costs. — In other industries, however, this 
result does not always follow. Sometimes an industry 
operates under conditions of constant costs. This means 
that the cost of producing a unit does not change with 
an increase in the amount produced, In other words, 
the cost per unit remains the same no matter how much 
is produced. This may happen in some of the simple 
lines of manufacture like the custom tailor’s trade, and 
in businesses where the work is mostly done by hand , 
labor, with little use of land and capital; e.g., a hand 
laundry. The industries that operate under constant 

costs are not very numerous or important. ^ 

". Decreasing costs. — There arC' also industries operating , 
under conditions oi decreasing costs. Here the case is 
■ just: the .opposite of those that are subject toTncreasing 
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costs. The greater the amount produced, the less is the 
cost per unit. This condition is often found, to a certain 
extent, in those industries which make a great use of 
costly and complicated capital, such as the more complex 
forms of manufacturing and the railroads, trolley lines, 
telegraph systems, etc. We shall study some of the 
very interesting results of decreasing costs in the chapters 
Oil transportation and railway rates (Chapters XXXI 
and XXXII). The industries subject to decreasing costs 
are much more numerous and important than those sub- 
ject to constant costs. 

Increasing costs the rule. — In spite of the many 
important cases of industries operating under conditions 
of constant or decreasing costs, it is still true that the pro- 
duction of wealth in general is compelled by the law of 
diminishing retiinis to be carried on under conditions of 
increasing costs. This is because all industries must 
depend hnally on the land for their raw materials, — 
iron and other minerals, wood, coal, oil, leather, and all 
food materials. These are' all products of the extractive 
industries and subject to the heavy pressure of the law 
of diminishing returns. No matter how favorably sit- f 
uated a particular industry m,ay be, it cannot go on/ 
indefinitely increasing its output without running iip': 
against the increased cost of all the materials which it-:; 
uses. Ill the long run, then, practically all industry is ■ 
subject to the law of diminishing returns, and it can 
safely be said that, in general, costs tend to increase as : 
the amount of the product increases. 

Cost of production and supply. — The supply of any 
kind of Avealtli' on the market depends on the cost of 
production. Let us go back to the example of the farmer 
on page 167. He found that he could raise 1,000 bushels 
o£, wheat on Iiis farm at a cost of I1.20 a bushel; if he' 
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should raise i,ioo bushels, the extra loo bushels would 
cost $1.2$ each; he could raise another loo bushels at 
a cost of $1.30; and so on. Now, if the farmer knew that 
the price of wheat would be only $1.20 a bushel, he 
would not try to raise more than 1,000 bushels. What- 
ever he raised above that he would have to sell at a loss. 
For this farmer we can construct a supply schedule, 
something like this: 


Prices 

Amounts produced and f 

offered for sale 

$1.20 

1,000 bushels 

1.25 

1,100 “ 

1.30 

1,200 

1-35 

1.300 “ I 

1.40 

1 ,400 “ 1 


This is both a supply schedule and a cost schedule. 

It shows the amount of wheat the farmer would be will- [ 
ing to raise and sell at various prices. And it also shows | 
what the last hundred bushels would cost, assuming that 
he raised the various amounts in the second column. 

This shows clearly that it is the cost of production that 
determines this farmer’s supply of wheat. 

If we should combine the similar supply curves of all 
the wheat farmers of the country, we should have the 
total supply of wheat, which would depend upon the 
cost of producing different amounts of wheat for the 
whole country. The amounts offered for sale will 
increase only if the price is increased, because the costs S 
increase as more is produced. ! 

In Chapter XVII it was stated that supply curves 

( generally slant upward; they are ascending curves. 

The reason for this is now clear. It is the fact of increas- 
ing costs that makes the supply curves ascend. Producers 
■ 5 ' and dealers can generally be induced to increase the 
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total supply of goods on the market only by offering 
tlicin higher prices. The higher the prices^ the greater 
will be the quantities offered for sale. Hence the supply 
curves slant upward. 

Results of competition. — Competition is one of the 
greatest economic forces in the world, and our whole 
system of modern business is based upon it. We have 
seen that when there is competition goods are offered 
on the market at what it costs to produce them. No 
producer or dealer can force the people to pay him more 
than it costs to produce the goods, for if he should try, 
people would leave him and buy of others who are willing 
to sell at cost. Every careful housewdfe keeps track of 
the prices at the dift'erent stores, and just as soon as one 
store gets the reputation of charging extra-high prices 
people begin to leave it and trade at the competing stores. 
Of course there are exceptions. Some people are careless. 
In particular the very wealthy sometimes pay little 
attention to prices. But the careless and the wealthy are 
only a small part of the whole community. The great 
majority of people will seek to buy wdiere prices are 
lowest, and the dealers cannot afford to ignore this fact. 

Competition also forces producers to keep costs as low 
as possible. The efficient business man tries always to 
keep costs down, because that will mean bigger profits.* 
With lower costs, he can oft'er his goods at lower prices 
and still make a good profit. The inefficient producer, 
who does not succeed in keeping his costs low, finds that 
if he tries to charge what the goods cost him, no one 
will buy of him; whereas if he makes his prices as low 
as his more efficient competitor he cannot make any 
profit. So, the inefficient producer is forced out of busi- 
ness. The people therefore, in general, get the goods at 
the lowest' prices at wdiich they can be made. 
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Another result of competition is to induce manufac- 
turers and dealers to furnish the people the kind of goods 
they want. Some manufacturers are skillful in seeing 
what sort of things people will want. They produce such 
things and the shrewd storekeepers buy of them. Other 
manufacturers, who have made things that do not suit 
the people, find they cannot sell their goods. And the 
dealers who stock up with unpopular merchandise find 
their goods are left on their hands. The people patronize 
the makers and dealers who furnish the kind of things 
they want. Sooner or later, those who do not furnish 
what the people want fail and go out of business. So 
long as there is competition the public may generally 
count upon the producers to furnish the kind of goods 
that are wanted at cost of production, and any one can 
generally buy whatever he wants provided he is ready 
to pay the price. All of this is the result of competition 
and the working of demand and supply. 

Combination and monopoly. — Competition is the 
rule in modern business. But there are many important 
exceptions; i.e., cases in which competition between 
producers does not exist. These cases are the result of 
combination or monopoly. When competition ceases, 
it is no longer true that prices are necessarily equal to 
cost of production. What happens in such cases will be 
studied in the next chapter. 

EXERCISES 

1. What is competition? Give an example from your own 
knowledge. 

2. Is there competition between the two parties in each of the 
following cases? Give reasons. 

(a) Two retail grocers in the same block. 

(b) A retail shoe store and a retail fruit store in the same 

' '■■'block, : • , ■;..' .."■r 
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(c) A retail grocer in Boston and a retail grocer in Chicago. 

(d) A buyer from a Kansas City clothing store and a buyer 
from a Cincinnati clothing store, both seeking to buy goods 
in Chicago. 

(e) A mail-order house in Chicago and a mail-order house in 
New York. 

(/) A wholesale fruit dealer in Los Angeles and a wholesale 
fruit dealer in San Francisco. 

3. When there is competition, %¥hy cannot the price ordiiiarity 
be above the cost of production? 

4. Why cannot the price ordinarily be below the cost of 
production? 

5. A certain farmer is getting 20 bushels of corn from each acre 
cultivated. Could he get more corn from each acre? How? If he 
could get morcj wlw does he not do so? 

6. How does a farmer decide how much labor and capital to put 
on his land? 

7. Why is competition generally beneficial to the public? 

References for further study. — ' Taussig, F. W., Principles of 
Erojiomics, Third Revised Edition (1921), Vol. I, pages i67~-ig4. 
Fisher, 1 ., Elementary Principles of Economics (1912), pages 303-321. 
Johnson, A,. S., Introduction to Economics, Revised (1922), pages 
i6”ic); 49-67; 103-118. Seligman, E. R. A., of Econom- 

ics (1905), F>ages 139-153. Taylor, F. ]M., Principles of Economics 
( 1 92 1 ) , pages 2 5-30 ; 1 2 2-1 59. Marshall, A. , Principles of Economics ^ 
Seventh Edition (1916), pages 1 50-172; 337-380. Carver, T. N., 
Pririciples of National Economy (1921), pages 267-332. Clay, FI., 
Economics for ike General Reader, American Edition (191S), pages 
10 7-1 15; 87-102. Walker, F. A., Political Economy, Third Edition 
(188S), pages 35-39; 91-94. Fetter, F. A., Economic Principles 
(1916), pages 73-76; 369-380. MOi, J. S., Principles of Political 
Economy, Book I, Chapter XII; Book II, Chapter IV; Book III, 
Chapters II and III. 


CHAPTER XX 


COMBINATION AND MONOPOLY AND THEIR 
EFFECT ON PRICE 

Combination defined. — It often happens that two or 
more competing producers come together and agree to 
cease competing among themselves. In particular they 
are likely to agree to sell at the same price. Such a 
union of producers is called a combination. A combination 
is a union of persons engaged in the same enterprise, who 
have agreed to act together. 

Effect on competition. If the combination is a small 
one and there are other important independent producers 
then there will still be competition. The combinatioii 
wdl compete with the other producers, and the supply 
wiU still be determined by cost of production. Two 
neighboring grocery stores may combine and agree upon 
prices. But if there are other stores near at hand, com- 
petition goes on. The stores that combined cease to 
compete with each other, but they have to compete still 
with the other stores. 

But sometimes a combination is so large that it does 
not have to compete with the outside producers. The 
outsiders, if any, are so few and so small that they could 
not furnish the public any large part of the goods it 
wanted, even though the combination should charge 
unreasonable prices. Such a combination may then 
decide upon the price at which it will sell without much 
regard to the others. If they underbid it, the combination 
lets them sell what they can and does not try to sell .to 
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their customers. Thus the combination ceases to com- 
pete. The price it charges is no longer necessarily equal 
to cost of production, as is the rule under competition 
(Chapter XIX). 

Kinds of combinations. — The formation of huge com- 
binations was one of the most important economic 
developments of the latter part of the nineteenth century 
and the early years of the twentieth, especially in the 
United States. There are various ways of forming com- 
binations. The simplest is the pooly or agreement between 
the producers to sell only at certain prices, or to divide 
the territory, each one selling only in its own region, or 
in other ways to put a stop to competition. In the latter 
part of the nineteenth century, tnists were often formed. 
The majority stockholders of the several competing cor- 
porations turned their stock over to a committee of 
trustees. The men on this committee would attend the 
stockholders’ meetings of the several corporations and, 
having the majority of the stock, could outvote all others 
and control the management of the corporations. All 
the former competitors w’^ere thus directed by one com- 
mittee, and competition between them ceased. This 
form of combination has been made illegal in the United 
States. The holding company is another device for 
accomplishing the same purpose. A single corporation 
buys up a majority of the stock of the several competing 
corporations. This holding company is then able to 
direct the policy of the former competitors just as was 
done by the trust. Finally we have the actual consoli- 
dation or fnerger of several competing corporations into 
one great corporation. The former corporations cease 
to exist and all their property is turned over to the new 
corporation. This of course puts a complete stop to 
competition between these corporations. All of these 
F, Es. Econ. — 12 
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combinations are alike in bringing together a huge aggre- 
gate of capital in a particular line of industry. 

Public opinion and law. — Public opinion and the law 
in the United States do not look with favor upon these 
great and powerful combinations. Trusts have been 
made illegal. The law also declares illegal all “unrea- 
sonable combinations in restraint of trade.” This makes 
it very hard to operate such combinations, since their 
agreements will not be enforced by the courts. If one 
member breaks the agreement, the others cannot go to 
court and compel him to live up to his contract or pay 
damages for breaking it, as may be done in the case 
of ordinary contracts. The various forms of combina- 
tion are always in danger of prosecution as illegal com- 
binations in restraint of trade. The United States 
government has thus prosecuted the Standard Oil 
Company, the “Tobacco Trust,” and several other 
combinations, and has compelled them to dissolve or 
change the form of their organization. The hostility of 
the law to pools, trusts, etc., has encouraged the com- 
plete consolidation of separate corporations into one 
great corporation. The United States Steel Corporation 
is a good example. 

Definition of monopoly. — The absence of competition 
may also result horn mono poly. For example, a man may 
own the land on which are located the springs which 
produce a certain kind of mineral water, the only source 
of that particular kind of water. He has a monopoly of 
its sale. As there is no other seller, there can of course 
be no competition. Again, a publisher has the copyright 
of a certain book, which means that no one else is allowed 
to print or sell it except with his permission. He has a 
monopoly, and of course there is no competition in the 
sale of this book. In each of these cases we notice that 
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the monopoly consists of the possession of something 
unique. Nowhere are there any other mineral springs 
like the ones in the example. No one else has the right 
to print and sell this particular book. The great opera 
singer, Caruso, had a unique voice. These examples 
will give an idea of what is meant by monopoly. A 
monopoly is the possession of a unique article or class 
of wealth, or unique personal ability, legal privilege, or 
economic organization. 

Monopoly and the monopolist. — The word monop- 
oly is sometimes used to mean the person or persons 
to whom a monopoly belongs; i.e., the monopolist.’’ 
Thus, instead of saying the local gas company has a 
monopoly, we sometimes say the company is a monopoly. 
No confusion will come from this double use of the word. 

Kinds of monopolies. — There are several kinds of 
monopolies, depending on what unique thing is possessed. 
Let us consider some of the most important. 

(1) Natural monopoly. — A natural monopoly exists 
when the thing possessed is the only natural source of 
some commodity or service. For example, there are 
located in certain places springs which yield valuable 
mineral waters. Such mineral springs are located at 
Carlsbad in Bohemia, at Saratoga, New York, and other 
places. The persons who own the land on which a partic- 
ular kind of spring is located have a natural monopoly. 
Such monopolies are likely to exist wherever the whole 
(or nearly the whole) supply of a certain commodit}^ 
comes from a certain restricted area, such as the diamond 
fields in Africa or the anthracite coal region of 
Pennsylvania. 

(2) Nonreproducible capital. — There is also mo- 
nopoly when a person possesses a unique nonrepro- 
ducible article of capital. The Dresden art gallery has 
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the ^^Sistine Madonna/’ a world-famous painting by the 
great master, Raphael, who lived in Italy four hundred 
years ago. This is an absolutely unique thing, and it 
can never be reproduced. The Dresden gallery has a 
monopoly in its possession. This sort of monopoly, while 
interesting, is not of great importance in production. 

(3) Personal monopoly. — When the late Caruso was 
advertised to sing, many people went to the opera simply 
because they wanted to hear Caruso. Nobody else in the 
world could furnish the service that these people wanted. 
Caruso had a monopoly; he absolutely controlled the 
supply of a certain service; i.e., his own singing. There 
is only one Charlie Chaplin in the world. When the 
moving picture producers want to show his acting on a 
film, there is no one to supply the service except Charlie 
Chaplin. He has a monopoly of his own acting. This 
sort of personal monopoly is possessed by famous actors, 
singers, painters, physicians, and others, when they have 
such a reputation that people want the services of a 
particular person and no one else. 

(4) Public legal monopoly. — Legal monopoly is a 

monopoly which is created by a law or regulation of the 
government. Governments often keep for themselves 
the monopoly of certain goods or services. Thus the 
tobacco business is a government monopoly in France; 
the purpose is to make profits_lQ„ help . QPst of 

running the gqyernment. Government salt monopolies 
exist in some countries, for the same reason. In some 
countries the government has a monopoly of the liquor 
business, as in Norway and formerly in the state of 
South Carolina, the purpose being to control the use of 
liquor. The United States post office has a monopoly 
of the business of carrying letters. Such government 
monopolies are called puUic legal monopolies. We shall 
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study the United States post office in a later chapter 
(Chapter XLII) . 

(5) Private legal monopoly. — Another kind of legal 
monopoly consists of those granted by the government 
to private individuals or corporations, called private 
legal monopolies. Some centuries ago, the monarchs of 
Europe frequently granted such privileges to favored 
subjects. Nowadays this sort of favoritism is generally 
considered contrary to public interest and is seldom 
found. The only important cases that we have in the 
United States are patents, copyrights, and exclusive 
franchises. 

Patent. — When a citizen of the United States invents 
a new instrument or process he may secure from the 
government a patent, which gives him the exclusive right 
to make and sell his invention, for a term of seventeen 
years. This gives him an absolute monopoly for this 
period. If he himself does not wish to manufacture his 
device, he can sell or lease his patent to some one who 
will develop and market it. This monopoly is a valuable 
privilege. ‘ It encourages invention, and it also offers an 
inducement to business men to take the risk of manu- 
facturing and trying to sell the new device. It is felt 
that the public gains through having the new device, and 
that it is therefore an advantage to the public thus to 
encourage its invention and development. The primary 
purpose of this kind of monopoly is therefore to serve 
the public welfare; the benefit to the inventor is only 
incidental. 

Copyright. — The copyright is an exclusive right to 
publish and sell books and other ^^orks of literature and 
art.’^ The period for which the monopoly runs is 
generally longer than in the case of the patent; in the 
United States it is twenty-eight or fifty-six years. The 
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purpose of the copyright, is similar to that of the patent 
right. 

Exclusive franchise. — Exclusive franchises are fre- 
quentty granted by governments, giving to some person 
or corporation the exclusive right to use the public 
highways for furnishing certain services to the public. 
Thus our American cities grant franchises to street rail- 
way companies to lay their tracks and run their cars in 
the city streets. Telephone and telegraph companies are 
given exclusive rights to run wires above or under the 
streets. Gas and water companies receive franchises 
permitting them to lay pipes under the streets. When 
such a franchise is granted to a single individual or cor- 
poration it is a private legal monopoly. Like the patent 
and the copyright, the exclusive franchise is presumably 
granted in the interest of the public welfare, the purpose 
being to secure a service for the people in an enterprise 
in which experience has shown that competition will not 
work well. This form of monopoly we shall study more 
thoroughly in the chapter on public utilities (Chapter 
XXXI). 

(6) Monopoly of organization. — There is one other 
important kind of monopoly, the monopoly of organization. 
Such monopolies are likely to occur in those industries 
which operate under conditions of decreasing costs. 
When the cost of production decreases with the amount 
produced, the large organization has an advantage in 
selling over its smaller rivals, and the greater the organi- 
zation, the greater is this advantage. It sometimes 
results that a single producer or combination of producers 
becomes so great that it overshadows all others. It has ■ 
so great an advantage that it can undersell all others | 
while still selling above its own cost of production. It 
may finahy drive all rivals from the field and so gain -a 
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monopoly, due to its unique magnitude of organization. 
No small rival can compete, and there is no rival of 
equal size. Such monopolies appear most often in the 
railroad business, the telephone and telegraph business, 
and other lines of public service. We shall postpone 
their study till we come to Chapters XXXI and XXXII. 

Absence of competition. Monopoly price. — The most 
important characteristic of monopolies and combinations 
is that they generally do away with competition. When 
there is monopoly, there can of course be no competition 
at all in the selling of its particular commodity or service. 
In the case of combination, as we have seen, competition 
ceases between the members of the combination, and 
sometimes the combination becomes so great that it 
ceases to compete with other producers. It is this escape 
from competition which is the goal of most combinations. 
The absence of competition has an important effect upon 
the conditions determining price, which we must now 
study. Prices determined without competition are 
called monopoly prices, whether the absence of 
competition is due to monopoly or to combination. 

Demand and supply still control. — First of all, we 
must bear in mind that monopoly price is determined 
by demand and supply, just as much as competitive 
price. The laws of demand and supply and market price 
(as stated in Chapters XVII and XVIII) still hold good. 
Note also that the absence of competition among pro- 
ducers has no effect whatever on the demand for the 
product. The only change is in the conditions deter- 
mining Under competition (see Chapter XIX), 

the price tends to equal cost of production. In the 
absence of competition this is no longer true. The 
monopoly does not have to offer its goods at their cost 
of. production. The people must come to it to buy; 
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there is nowhere else to go. The monopoly can set any 
price it wishes, and it can sell goods so long as there are 
people who want the goods enough to pay the price asked. 

How does a monopoly fix its price? — How, then, does 
the monopoly decide what price it will charge? Of 
course we may be sure that the monopoly will not charge 
less than the cost of production. But will it charge a 
great deal more than the cost? Is there any limit to the 
price it will charge? Yes. There is a limit, due to the 
fact that the higher the monopoly puts its price, the less 
it will be able to sell. The monopoly has no control over 
demand. If the monopoly sets a low price, equal to cost 
or just a little above, it will sell large quantities, though 
its profit on each unit will be small. On the other hand, 
if it sets a very high price, it will make a large profit on 
each article but can sell only a few. What the monopoly 
is usually after, is the greatest possible total profit. The 
total profit is the product of the profit on each unit by 
the number of units sold. The monopoly can always 
increase the profit per unit by raising the price, but if 
this causes the number sold to fall off too much, the 
total profits may be less. The monopolist’s problem is 
made still more complicated by the fact, which we have 
already learned, that the cost per unit is likely to change 
with changes in the quantity produced. 

There is no general rule for telling in advance just 
what price will be most profitable. The monopolist in 
each case has to calculate and experiment in order to 
find the price that will give the greatest profit. Many 
people have the idea that all monopolies charge very 
high prices. This is true of some monopolies, but not 
of all. Very often monopolies find it more profitable to 
charge low prices and so get large profits by making large 
sales. ■ ■■ 
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Elastic and inelastic demand. — In determining 
monopoly price, the most important thing to be con- 
sidered is the elasticity of demand. We have learned 
that the demand for some things, such as certain 
luxuries, is very elastic; that is, as the price rises the 
demand falls off rapidly. A monopoly selling such an 
article will have to be careful not to put its price too 
high. If it is too greedy, it will soon find that few people 
are buying and that its chance of big profits is gone. For 
articles with an elastic demand the wise monopoly there- 
fore will generally charge fairly reasonable prices. It is 
different when a monopoly gets control of the supply of 
a necessity. The demand for necessities is inelastic. 
People will generally have to buy the article even though 
the price is unreasonably high. Raising the price does 
not reduce the sales so much. The monopoly, if out for 
■the biggest possible profits, is able to put its price far 
above cost of production and so reap large profits. 

It is evident, therefore, that, although the monopolist 
has the power to fix the price of his product, he does 
not always charge the highest possible price. In general, 
his own self-interest will lead him. to fix a price somewhat 
below the maximum, and it is possible that the price so 
fixed may be little if any higher than would be deter- 
mined under competitive conditions. 

Limitations upon monopoly price: (i) Substitutes. — In- 
deed, there are some very important limitations to the 
price-fixing power of the monopolist, which we must 
now study. There is, first, the presence of substitutes. 
Few goods are absolutely indispensable. If the price is 
too exorbitant, it is very likely that some one will find 
and offer for sale a substitute. If the waters from a 
certain spring are offered only at a very high price, people 
will find that there are other springs whose waters, 
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though not quite so desirable, will still do fairly well. 
If the local gas company charges excessive rates, people 
will take to using oil lamps and will use the coal stove 
instead of the gas range. And even Charlie Chaplin 
would find, if he became too exacting, that the film pro- 
ducers would be able to get some one to take his place. 
The fact that there can almost always be discovered 
something ^^just as good'' or nearly as good, puts a 
powerful check upon the greed of many monopolists. 

(2) Potential competition. — In the second place, it 
should be remembered that a combination's control of 
the supply is seldom absolute and complete. Often 
there are some competitors in the field. So long as the 
combination is fairly reasonable, it can charge what it 
sees fit, without any trouble from these small competi- 
tors. But if the price becomes too excessive, the other 
producers will be stimulated, by the lure of great profits, 
to extend their operations, and eventually they may 
grow strong enough to threaten the combination's posi- 
tion and its power over prices. And even if there are 
no competitors in the field, a grasping policy by the 
monopoly or combination is often attended with the 
danger of arousing new competition. Competition | 
which, though not actually present, is always likely I 
to be aroused, is called potential competition. Nearly^ 
every great American ^Hrust" which has been too 
grasping in its price policy has sooner or later been 
faced by some unexpected competitor. The danger of 
potential competition is an ever-present check to the 
rapacity of the monopolist. 

(3) Risk of legal interference. — Finally, the com- 
bination or monopoly always faces the danger of public 
disapproval and legal interference. Combinations and 
monopolies are never popular with the consuming public.- 


EFFECT OF MONOPOLY ON PRICE 187 

Those which charge exorbitant prices and show huge 
profits are sure to attract public attention. Then comes 
a demand that the government interfere to control the 
prices charged for the product and otherwise regulate 
the business. There have been many cases of such legal 
interference with American combinations and monopolies. 
Congress and the various state legislatures have very 
seriously curtailed the power of the railroads to fix their 
own rates. Trolley companies, gas companies, water 
companies, telephone and telegraph companies have 
generally had to submit to legal regulation of their rates. 
The Standard Oil Company, the great meat packing cor- 
porations, and many other concerns that had, or were 
believed to have, monopoly powers, have been subjected 
to legal regulation or at least Congressional or legis- 
lative investigation. The last thing the ordinary com- 
bination or monopoly wants is public investigation and ; 
legal regulation of its business, and the wise monopolist 1 
is thus restrained from charging prices as high as he ' 
might otherwise consider. 

Judgment of monopoly. — We see, then, that the power 
of combinations and monopolies over prices is not so 
unlimited as some people suppose, and that monopoly 
prices are not always so high as is commonly thought. 
Nevertheless, monopoly is not generally in the interest 
of the public welfare. There are some exceptions. Per- 
sonal monopolies are not of great importance; they are 
inevitable and cannot do the public any serious harm. 
The legal monopolies, such as patents, copyrights, etc., 
are granted in the public interest and are generally 
beneficial. There are certain other forms of monopoly 
which are inevitable. These we shall study later. But 
in general, if monopoly can be avoided, the public interest 
is better served when industry is carried on under con- 
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ditions of competition. As we have learned, competition 
insures that the people will get the kind of goods they 
want at the actual cost of production and in whatever 
quantities the people are able to pay for. Monopoly 
does not guarantee this. The monopoly price will almost 
always be at least somewhat above cost of production, 
and the monopoly is not so firmly compelled to produce 
the kind of goods that the people want. 

It makes a great, difference whether the combination 
or monopoly controls an article of luxury or a necessity. 
The public will not generally suffer very much from a 
monopoly controlling an article that is not a necessity. 
The monopoly, in its own interest, will not be likely to 
charge an exorbitant price, and if the price is too high, 
people can do without the article. On the other hand, 
monopoly control of the necessities of life is a far more 
serious matter. The monopoly is here more able to 
exact unreasonably high prices, and the people have little 
escape from paying. 

Public opinion generally holds that monopoly should 
be prevented so far as possible, particularly in the neces- 
sities of life, and that in those industries where monopoly 
appears to be inevitable or desirable, the government 
should regulate the monopolist’s business in order to 
insure to the public reasonable prices and fair treatment. 

EXERCISES 

1. What is the difference between a pool and a trust? Between 
a trust and a holding company? 

2. What is the difference between a combination and a 
monopoly? 

3. Give two or three examples of each kind of monopoly. * 

4. Why is monopoly price likely to be higher than competitive 
price? 

5. Does cost of production determine monopoly price? 

6. Do ail monopolies charge exorbitant prices? 


EFFECT OF MONOPOLY ON PRICE 


189 

7. Suppose A has a monopoly of coal and B has a monopoly 
of fur coats. Which monopoly will be more likely to charge an 
exorbitant price? Why? 

8. Name and explain the principal things that tend to keep 
monopoly prices down. 

9. Which is generally more favorable to the publiCj monopoly 
or competition? Why? 

10. Give an example illustrating how a monopolist fixes his price 
so as to get the maximum profit. Can you illustrate it by means of 
curves? 

References for further study. — Ely, R. T., Outlines of Economics y 
Third Revised Edition (1916), pages 189-210. Ely, R. T., Monopo- 
lies and Trusts (1900). (See Table of Contents.) Fisher, I., 
Elementary Principles of Economics (1912), pages 321-332. 
Johnson, A. S., Introduction to Economics, Revised (1922), pages 
68-86. Taussig, F. W., Principles of Economics, Third Revised 
Edition (1921), Vol. I, pages 195-213. Clay, H., Economics for 
the General Reader, American Edition (191S), pages 1 15-152. 
Marshall, A., Principles of Economics, Seventh Edition (1916), pages 
477-495. Fetter, F. A., Economic Principles (1916), pages 76-85; 
381-396. Seager, H. R., Introduction to Economics (1905), pages 
434 “ 459 - 



CHAPTER XXI 


LOAN AND RENTAL OF WEALTH. RENT AND 
INTEREST 

Loans and rentals. — Every housewife has at some 
time or other unexpectedly found herself short of some 
necessary article. She has had to go to a neighbor and 
borrow a cup of sugar, a loaf of bread, or a little tea. 
A student has some essays to write and rents a type- 
writer for a week or two. A traveling salesman comes 
to a town and hires or rents an automobile with which 
to make his calls in the town and surrounding country. 
A dry-goods merchant borrows money from the bank 
in order to buy his spring stock of goods. A farmer 
rents a neighboring pasture lot in which to keep his 
cattle. These are a few examples of the many ways in 
which people make use of other people’s wealth. 

A moment’s thought will convince one that a great 
many people are making daily use of wealth that is not 
their own, and that surprising numbers of people appear 
willing to entrust their wealth to others. A great part 
of all the world’s wealth is thus regularly turned over by 
its owners to others to use. Much of modern business 
is dependent upon such transactions, which we call loans\ 
ox rentals. If the thing borrowed is money, the transac- 
tion is always called a loan. When other kinds of wealth 
are involved, either term may be used. The word ^Toan ” 
will often be used to include both ‘^Toans” and rentals.” 

Reasons for borrowing ; Consumption. — People bor- 

igo . 
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row for a great variety of reasons. But most loans 
may be separated into two groups. For example, in 
ancient and medieval times people generally borrowed 
in order to obtain the means to satisfy their personal 
wants. Poor people borrowed because they were in need 
of the necessities of life. If they could find some one 
to leiid'^thHln' mbney^6r”pro visions, they could thus pro- 
vide themselves with what they needed, and hoped to be 
able to repay the loan at some future time. Many such 
poor borrowers were unable to pay and as time went on 
they fell deeper and deeper into debt and into the power 
of the money lenders. Kings and nobles obtained simi- 
lar loans, borrowing in order to equip armies, build 
palaces, or otherwise satisfy their desires. In modern 
times there is still some borrowing of this sort. There 
are persons who depend from time to time upon the 
money lenders for the necessities of life. This is the 
kind of borrowing that is usually done at the pawnshops 
and ‘^doan agencies’^ of various sorts that are to be found 
in every city. There are school boys and college students 
who have uncomfortable knowledge of what it means to 
^^hock your watch’’ at the pawnbroker’s. Well-to-do 
people sometimes borrow to build houses or buy 
automobiles. These are examples of borrowing for 
consumption.” 

Borrowing for investment. — But most of the borrow- 
ing nowadays is of an entirely different sort. Here is a 
young man who has just finished his education and who 
sees a good opportunity to open a new store in his 
home town. He has confidence that he could make good 
profits if he could once get started. But he must first 
buy a stock of goods, and he has no money. If he could 
buy merchandise for $40,000, he could very likely sell 
it for $50,000 by the end of the season and have three or 
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four thousand dollars for himself after paying his other 
expenses. But how is he to get the money to start with? 
The answer is, borrow it. If he can find some one who 
has $40,000 to spare and who shares his confidence in 
the probable success of his business venture, he may' per- 
suade this person to lend him the $40,000 and to accept 
his promise to repay it after a year, or perhaps in install- 
ments as he sells his goods. This is borrowing for 
investment.’’ 

Most people would be astonished to learn what an 
enormous amount of such investment borrowing goes 
on all the time in the modern business world. It is not 
only young men just starting in business who borrow. 
Old and established business men and firms borrow. 
Almost every store borrows money at the season when it 
is buying its stock of goods from the wholesalers and 
repays its loans as it sells the goods to its customers. 
Manufacturers borrow at the seasons when they have 
heavy payments for materials and other expenses and 
repay their loans when they sell their finished products. 
Farmers often borrow to buy seed and fertilizer and 
machinery and to pay wages to their laborers during the 
time the crops are growing; when the crops are har- 
vested and sold they pay back what they have borrowed. 
Great corporations engaged in all kinds of business — 
railroads, trolley companies, mining companies, manu- 
facturing companies — borrow millions and billions of 
dollars to use in business. 

Government borrowing.- — Governments are among 
the greatest borrowers of all. The United States govern- 
ment owed about a billion dollars during the first part 
of the twentieth century. During the World War it 
borrowed about twenty-five billion dollars. Nearly all 
our state governments and many of our cities are in 


LOAN AND RENTAL OF WEALTH 


193 


debt. Most government borrowing is for consumption, 
like that of the family that borrows to buy the neces- 
sities of life, though some of the loans of states and 
cities are for investment in public enterprises, such as 
canals, clocks, roads, and bridges. 

■ The lenders. — Of course no one could borrow if there 
were not other persons willing to lend. The lenders are 
people who have wealth which they do not need just at 
present to s^-tisfy their wants and which they also do 
not care to use in business themselves. In every town 
and city there are wealthy men and women who are 
willing to lend their wealth to others. There are also 
people who are not wealthy at all, even some poor people, 
who still have small sums saved up which they are 
willing to lend. 

Economic results of loans and rentals. — Thus, by 
means of loans and rehtals vast quantities of wealth are 
constantly being handed over by the owners to other 
persons to use. This accomplishes two important results. 
Consumption loans take wealth from those who at the 
present moment need it less and give it to those who 
need it more. Wealth is thus made to satisfy the most 
urgent needs. But of far greater importance is the result 
of borrowing and renting for investment. Such loans 
have the effect of putting the productive wealth (land 
and capital) of the world into the hands of those best 
able to use it. Wealth does not have to lie idle or be 
used inefiffciently simply because the owners are dis- 
inclined or not qualified to put it to productive use. On 
the other hand, business men of energy and ability are 
not restricted to humble occupations or small enterprises 
simply because they do not possess great capital. The 
land and capital and the capable entrepreneurs are united 
by means of loans. This is a powerful aid to production 
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and so tends to increase the wealth available for the 
satisfaction of human wants. 

Rent and interest. — Ordinarily people will not lend 
for nothing. To get the owners to lend their wealth, the 
borrowers have to agree not only to pay back the exact 
amount they borrowed but also something additional 
The income received for the use of wealth is called either 
rent or interest. 

Rent. — Thus, when a girl rents a typewriter and 
pays two dollars a month for its use, the payment is 
called rent. When a farmer rents a pasture and receives 
each year sLx dollars an acre, the income is rent. The 
person who lives in a rented house or rents an office pays 
rent, so many dollars a month. Sometimes land is rented 
^^on shares.’’ The tenant agrees to give the landowner 
a certain part (as a half or a third) of the produce. The 
produce given to the landowner is rent. In all such 
cases, where the income or payment is expressed in 
relation to the particular article of wealth loaned or 
rented (as six dollars per acre of land, two dollars for 
a typewriter, half the produce of a garden lot, etc.), 
the term rent is used. 

Interest. • — The term interest is used in a special way. 
Suppose A borrows $3,000 of B, agreeing to pay $150 
a year for its use. The agreement states that interest” 
is to be paid ^^at the rate of five per cent a year.” This 
means that the annual payment is to be equal to five 
per cent, or five hundredths, of the sum of money loaned. 
The income (rent) for the use of land may be expressed 
in the same way, if we know the value of the land and 
the value of the rent. Thus, in the example used in the 
preceding paragraph, rent was paid for land at the rate 
of six dollars per acre each year. If the land was worth 
one hundred dollars an acre, then the payment is at the 
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rate of six per cent and may be called interest. So if 
a landowner rents land worth $500 on shares and receives 
$50 worth of produce in a year^ we may say that his 
land is yielding interest at ten per cent. Evidently 
before we can use this sort of expression, we have to 
know the value of the income (rent) and the value of 
the wealth loaned. 

Definition of interest; the rate of interest. — When 
the income received for the use of wealth is expressed in 
relation to the value of the wealth, it is called interest}. 
The ratio of the value of the interest to the value of the wealth 
is called the rate of interest. Thus, if a man buys a lot 
and builds a house on it, the whole costing $25,000, and 
he then rents the house and lot for $1,500 a year, he 
finds the rate of interest on his investment by dividing 

$1,500 by $25,000. The result is = 0.06 or — . 

We call this six per cent. So when B receives $150 
a year from A for a loan of $3,000, the rate of interest 

jg =0.05 = or five per cent. ^^Per cent’^ 

3,000 '' 100 

is an abbreviation for per centum, which is the Latin for 
^^by the hundred’’ or t‘’per hundred.” 

When we say the rate of interest is five per cent, we 
mean that for each hundred dollars of value of wealth 
the value of the income will be five dollars for one year. 
The full legal phrase is five per centum per annum (i.e., 
per year), but the period of one year is always under- 
stood in speaking of interest rates, unless some other 
period of time is stated. One might say one per cent 
a month. That means the interest is one dollar for each 
hundred dollars for each month. But when a person says 
simply ^^five per cent,” he means ^^five per cent a year” 
and this is the way interest rates are almost always stated* 
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Sinipie and compound interest. — Interest is either 
simple or compound. Simple interest is paid at the end 
of each year (or other period for which the interest is 
computed). For example, if a loan of v$ioo is made for 
ten years at four per cent per annum simple interest, 
four dollars interest is paid at the end of each of the ten 
years. At the end of the tenth year the principal $ioo 
is also due. When a loan is made at compound interest^ 
the interest is left unpaid and added to the principal at 
the end of each year (or other period for which the 
interest is computed). For example, if a loan of $ioo 
is made for ten years at four per cent per annum com- 
pound interest, no payment is due till the end of the 
tenth year. At the end of each year the interest for 
that year is added to the principal and the sum becomes 
the new principal, for calculating the next year’s interest. 
At the end of the second year this process is repeated, 
and so on, till the whole amount (interest and principal) 
is paid at the end of the tenth year. 

The mathematics of interest. — In order to understand 
fully the subject of interest and to be able to solve the 
ordinary business problems of interest, discount, capi- 
talisation, depreciation, amortization, etc., a knowledge 
of certain processes of arithmetic and algebra is essen- 
tial. For this purpose nothing more is required than is 
contained in the most elementary textbooks of arithmetic 
and algebra. The most important terms used are thus 
defined: 

(1) The value of wealth loaned is the principal (desig- 
nated P). 

(2) The income received for the use of wealth (when 
expressed in relation to the principal) is mkrest, 
(designated /). We commonly use the word interest as 
an abbreviation for ''the value of the interest,” 
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(3) The ratio of the value of the interest for one year 
to the principal, expressed as a percentage, is thQ rate 
of interest (designated r). 

(4) The value due from a borrower to a lender at any 
particular time; i.e., the principal plus the interest then 
due, is the amount (designated A), 

Most interest problems may be solved by the use of 
one or both of the following formulas: 

(1) For simple interest, i = Pr, This may also be 

7 / % 

written: f = 7:? or P == — 

P f 

(2) For compound interest, An = P(i -f In this 
formula n stands for the number of years (or other 
periods) for which interest is due. 

Sometimes a loan is perpetual. Let us suppose that 
L lends B $1,000 at 5%, and at the end of the year, after 
B has paid the interest of $50, they agree to renew the 
loan for another year. Then B does not pay back the 
$1,000 principal but keeps it for another year. At the 
end of the second year he again pays L $50 interest, and 
they renew the loan for another year. They might keep 
this up indefinitely, and both parties be satisiied, so 
long as the interest was paid each year. They might 
even finally make an agreement by which B is not 
required to pay back the principal at all so long as he 
pays $50 interest each year. The loan ^vould then be a 
perpetual loan. Governments often arrange loans of 
this sort. The British ''consols’' are loans in which there 
is no agreement ever to repay the principal but simply 
to pay a certain amount of interest forever. The United 
States "consols of 1930” are the same kind of loan. The 
United States government may pay the principal back 
if it wdshes after the year 1930, but it does not have to re- 
pay the principal so long as it pays the interest each year. 
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Discounting future wealth. — The two most important 
characteristics of the rate of interest in practical busi- 
nessmie that it serves (i) as a connecting link between 
future wealth and present wealth, and (2) as a connecting 
link between the value of income and the \arlue of wealth. 

Suppose a man owns a forest of growing trees, too 
small to cut now, but which will yield $15,000 net, from 
logs cut ten years from to-day. What is that forest 
worth? If we know the rate of interest, we can tell at 
once by means of the interest formula, An = P(i + ry. 
Let us say the rate of interest is 6 %. A is $15,000 and 
n is 10. Substituting in the formula, we have 15,000 
= P(i.o6)^^, This equation cannot be solved readily 
without the aid of logarithms. Business men and inves- 
tors have books of tables all worked out, by means of 
which they can quickly solve any such equation. In 
this particular example, P is $8,378^ That is, if the rate 
of interest is 6%, a sum of $15,000 due in 10 years is 
wmrth $8,378 to-day. Put in other words, it means that 
$8,378 invested to-day at 6% compound interest would 
amount to $15,000 in 10 years. Then $8,378 is called 
the present worth of $15,000 due in 10 years. The process 
of finding the present worth of a future payment or pay- 
ments is called discounting. 

We can discount any number of future payments and 
find their present worth. Suppose a man owns a forest, 
from which he can seU $10,000 worth of hardwood logs 
in 5 years, and $15,000 worth of pine in 10 years, and in 
12 years can sell the bare land for $1,000. What is the 
present worth of this forest? The answer is found by 
simply adding the present worth of $10,000 due in 5 years, 
$15,000 due in 10 years, and $1,000 due in 12 years. 
The sum of these three present worths is the present 
worth of the whole forest. 


RENT AND INTEREST 


199 


Capitalizing income. — Now let. us see what is meant 
by a connecting link between the A^aliie of income and 
the value of wealth. Here is an orchard which ^f'ields 
5,000 bushels of apples each year and, with proper care 
and replacement of trees, is likely to continue so forever. 
The annual expense of managing and maintaining it is 
$7,000. How much would an investor give for that 
orchard? Before he can tell what the orchard is worth, 
he must find what apples are worth. Suppose apples are 
now worth $2 a bushel and are expected to continue at 
that price. Then the annual income from that orchard 
will be $10,000. Deducting the expenses, we have a 
net income of $3,000 a year. If the rate of interest 
is 6%, we can find the value of the orchard from 

the simple interest formula, P = ^* Substituting in this 


formula, we have 


P - 


.06 


50,000. 


The orchard is therefore worth $50,000. 

This is really only a special case of discounting, that 
is, when the future payments consist of a regular per- 
petual income. It is the net income of wealth that makes 
it worth while to own wealth. The above examples 
illustrate how to determine the value of wealth for capital) 
from the value of its net income. The process is called 
capitalizing. 

Relation between value of wealth and future income. — 
This relation between wealth and income is one of the 
most important principles in the whole science of econom- 
ics. All wealth is expected to yield income. If, for 
example, no income were expected from a certain for- 
est or orchard, it would be worthless and no one would 
care to own it. It is the expected income that makes 
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wealth worth having. And the value of wealth always 
depends upon the value oi its expected income. It is hy 
the processes of capitalizing and discounting that the 
value of wealth is determined. Notice tliac it is onl} the 
nicome of wealth that has any cliect on its \aliie. 
Past income gives no value to wealth. Nobody will pay 
anything for past income. That income is gone forever 
and can do no one any good. It is the future income 
only that has any value or that can give value to wealth. 
But, some one may object, when men buy stocks, do they 
not look up the record of past dividends and so decide 
what the stock is worth? True, but the only reason they 
inquire about the past dividends is to aid them in form- 
ing their judgment as to the probable future dividends. 
If it were known that a certain stock rvas practically sure 
to pay lo per cent dividends for the next twenty years, 
it would command a good price, even if it had never 
paid a cent in the past. And if it were known that a 
certain .stock would never pay another dividend, the fact 
that it had paid lo per cent for years would not give it 
any v^alue. Past income is of importance only as an aid 
in estimating future income. It is future income only 
that gives value to wealth. 

EXERCISES V 

1. What is usually the difference between the borrowing at a 
pawnshop and the borrowing at a bank? 

2. Why do business men borrow? 

3- Why do governments borrow? 

4. How would production and prices be affected if all lending 
and renting of wealth were forbidden by law? 

5. A receives an income of $40 a month from the rent of a 
house and lot w'orth $8,000. Show how this income can be expressed 
as interest. 

6. Explain the difference between rent and mterest. 
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7. The interest paid for a loan of $4,240 for i year is $318. 
What is the rate of interest? 

8. What is the interest for i year on a loan of $635 at the rate 
of 6%? 

9. The interest paid for i year on a 5% loan is $26. What is 
the principal of the loan? 

10. The present worth of $4,860 due i year hence is $4,500, 
What is the rate of interest? 

11. What will a loan of $520 amount to in 2 years at 7% 
compound interest? 

12. What is the present worth of $926.10 due 3 years hence, 
interest being at the rate of 5%? 

13. What will be the amount of a loan of $600 for 8 months, 
with interest at the rate of 6% per annum compounded bi-monthly? 

14. Mr. A makes a contract with Mr. B to have 100 tons of 
coa] delivered to him 5 years from date at a price (when delivered) 
of $10 a ton. If Mr. A should pay cash now, work out the formula 
showing how much he should pay. 

15. A certain bond pays interest of $75 a year forever. If the 
rate of interest is 8%, what is this bond worth? 

References for further study. — Fisher, L, Ele^nentary Principles 
of Econoniics (1912), pages 410-432. Van Tu3d, G. H., Complete 
Business Arithmetic (1915), pages 270-312. 
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CHAPTER XXII 

MONEY: WHAT IT IS, WHAT IT IS MADE OF, 
AND WHAT THE DIFFERENT KINDS ARE 

Chief characteristics of money. — The most important 
fact about money is that everybody is glad to get it in 
return for other things. Anybody who has anything to 
sell is willing to take money in payment. This is not true 
of other things. If you offered to pay for a suit of clothes 
with coal or hay, the storekeeper would probably refuse 
to sell. But you can always count on his taking your 
money. Why is it that money is the one thing that 
everybody is always willing to receive in return for other 
things? The answer is, because each person knows that 
other people will accept it whenever he w^ants to buy 
something. If it were not so, money would be of no use 
to him, for it cannot satisfy directly any want. The 
only use any one has for money is to exchange it for other 
things. But so long as each person knows that he can 
always exchange money for anything else that he may 
want, he will always be willing to receive money for any- 
thing he has to sell. In brief, money is generally accepted 
in exchange for other wealth and services. 

But if one in the United States should offer to pay for 
a suit of clothes with an English bank note, the merchant 
would probably refuse it. Each nation has its own mone- 
tary system, and the money of one nation is not generally 
acceptable in another nation. When an American travels 
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in Europe, he has to exchange his American dollars for 
English pounds, shillings, and pence if he is going to 
England, or for francs and centimes if he is going to 
France. That is because our money would not be 
generally accepted in those countries. You may some- 
times have received a Canadian quarter. Unless you 
lived close to the Canadian border you probably found 
it difficult to get people' to accept the Canadian coim 
As a rule, money is generally accepted only in the country 
which has adopted that particular money. 

Money may consist either of articles of wealth or of 
property rights (page 23). For example, a ten-dollar 
gold piece is wealth. A ten-dollar bill, on the other hand, 
is not wealth, but simply a piece of paper which shows 
a property right to wealth. It is what people call paper 
money.’’ 

Definition of money. — A scientific definition of money 
is as follows: Money consists of articles of wealth and 
property rights which are generally accepted in a certain 
community in exchange for other wealth and services. 

Origin of money. — In early times and among savage 
and semi- civilized peoples all sorts of wealth have been 
used for money. Each community naturally came to use 
as money something that was common among them and 
wanted by nearly everybody. For example, certain 
ancient peoples used to live by keeping herds of cattle 
and flocks of sheep. All the people got their living from 
their herds and flocks. The most important kind of 
wealth that they had was their domestic animals. In 
trading among themselves and with outsiders, they natu- 
rally came to use cattle and sheep for money. They 
would sell land for cattle; they would buy clothing or 
jewels or anything else with cattle. Cattle and sheep 
were their money. The ancient Hebrews, as described 
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in the Old Testament, are a good example of people who 
used this kind of money. 

The American Indians, in the days of the early white 
settlements in New England, were very fond of beads 
made out of certain small shells found along the sea- 
coast. They strung the beads in necklaces and sashes, 
and used them for ornaments. The beads were called 
wampum,’’ and every brave was eager to have as much 
wampum as he could get, to decorate himself and his 
family. Since everybody in the tribe wanted wampum, 
it naturally became the Indians’ money. They bought 
and sold everything else for wampum and stated the 
prices of things as so many beads or so many belts of 
wampum. Even the wdiite settlers, through trading with 
the Indians, came to accept wampum and use it for 
money. A schoolboy will understand how convenient 
this was, if he remembers how marbles are used as money 
among boys during the marble season. 

Gold and silver money. — ; These examples will show 
how almost any kind of wealth might come to be used as 
money, as corn, wheat, furs, and tobacco were in the 
American colonies. But among civilized peoples to-day 
almost the only kind of wealth that is used as money is 
the precious metals, gold and silver. And the property 
rights which are used as money are themselves, either 
directly or indirectly, rights to gold and silver money. 

Qualities of good money. — Gold and silver have been 
selected as the money of the civilized world because, in 
addition to being generally desired by people everywhere, 
they have certain qualities which make them more satis- 
factory than any other article of wealth, (i) They have 
great value in small hulk. That makes it possible to carry 
money of considerable value without being overburdened; 
whereas, if coal were our money, one would need a wheel- 
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barrow to take enough money to make a small purchase 
at the store. This quality also makes it easy and cheap 
to transport money from one city to another^ or from one 
country to another. (2) The precious metals have the 
advantage of durability. Gold and silver can be kept 
practically forever without danger of spoiling. This is 
an important quality of good money. The early colo- 
nists in Virginia used tobacco as money, and people 
sometimes suffered loss because their store of money 
spoiled. (3) Another advantage of gold and silver is 
uniform quality. This means that all gold is- alike, and 
all silver is alike. An ounce of pure gold is exactly like 
any other ounce of pure gold, no matter whether it was 
dug out of a mine in California in 1849 mined last 
year in South Africa or the Klondike. This quality is 
very important for a useful money. The Virginia colo- 
nists always had to examine carefully their tobacco money 
to be sure some one was not trying to pay them in bad 
money. (4) Divisibility is another useful quality of the 
precious metals. This means, for example, that gold can 
be divided up into quantities of any size, without doing 
it any harm or reducing its value. The ancient Hebrews 
could not do this with their live-stock money. When a 
man wanted to buy something worth a sheep and a half, 
there was no convenient way of “making change.’’ Gold 
and silver can be made up into coins of any convenient 
size without any loss of value. (5) Gold and silver are 
also easily recognized. They are not likely to be mis- 
taken for other substances. Hence people are not easily 
fooled by cheaper substitutes; the coins cannot be readily 
counterfeited. (6) Finally, gold and silver have stability 
of vahie. That is, their value does not change from day 
to day or year to year so much as most other kinds of 
wealth. Instability was another defect of the tobacco 
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money of the Virginia colonists. A man would agree to 
sell something for so many pounds of tobacco, and by 
the time he received his pay the tobacco might be worth 
only half what it was when he made his bargain. The 
quality of stability is most important when men make 
contracts for future payments, or make loans, or put 
money in the bank, or make investments. It is desirable 
that the value of money shall change as little as possible. 
Gold and silver are not perfect in this respect. Their 
value does change, but they are better than most other 
commodities. 

Gold the money standard of most nations. — These 
are the principal qualities necessary for a good money. 
There is no commodity in the world which is perfect in all 
these respects. But gold and silver come nearer to perfec- 
tion than any other commodity, and they have therefore 
been accepted as the money basis of the civilized world. 
In fact, gold has proved to be better than silver, and 
to-day most of the nations of the world make gold the 
basis of their monetary systems, though silver is still 
used, as we shall see. 

Money now regulated by law. — At the beginning, 
people adopted various kinds of money voluntarily and 
naturally, without any laws on the subject. But in all 
modern countries the monetary system is carefully 
regulated by law and the making of money is in the hands 
of the government. The government does three things, 
(i) It tells exactly what kinds of wealth and property shall 
be money, fixes the monetary unit, and defines the differ- 
ent kinds of money; (2) it makes the rules about legal 
tender (page 212); and (3) it coins the metallic money and 
engraves and prints the paper money. 

Money unit. — In every country the government, 
when it establishes a monetary system, determines the 
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money unit. As described in Chapter IV, a unit is neces- 
sary for measuring anything. The money unit is the 
unit in which all the various kinds of money are measured. 
In the United States it is the dollar; in England it is the 
pound; in France, the franc; and so on. 

Four kinds of money. — Most countries to-day use 
four kinds of money: (i) standard money, (2) repre- 
sentative money, (3) credit money, and (4) token 
money. 

(1) Standard money. — Standard money is that money 
which gets its value from the value of the material of 
which it is made, and which gives the value to all the 
other kinds of money. It is an article of wealth. Gold 
coin is the standard money of the United States and of 
most other countries. The value of a gold coin is due 
to the value of the gold in it, and not to the govern- 
ment stamp on it. If you should hammer a ten-dollar 
gold piece on an anvil or melt it, you would no longer 
have a coin but just a lump of gold. Yet the lump of 
gold would still be worth ten dollars. It would be worth 
just as much as the coin was. This is what is meant by 
saying that standard money gets its value from the value 
of the material of which it is made. Also the gold coin of 
the United States is the money which gives value to the 
other kinds of money, as we shall now see. 

(2) Representative .money. — Representative money 
consists of pieces of paper, called certificates, which 
certify that standard money is being held by the govern- 
ment and will be given to the owners of the certificates 
whenever they ask for it. The government prints these 
certificates and gives them to people in exchange for 
standard money. Standard money must be kept by the 
government in exactly the same amount as the certificates 
which the people hold, and the government cannot use 
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this standard money for any purpose except to give to 
the people who present certihcates for it. The reason 
for having representative money is that people would 
rather carry about in their pockets and keep in their 
cash drawers paper certificates than actually handle the 
heavy coins. The paper certificates serve exactly the 
same purpose as the coin, so long as people know that 
the coin is safe in the government vaults and that they 
can get it whenever they want to by simply presenting 
the certificate. Representative money is, of course, not 
wealth, but simply a property right to the standard 
money held by the government. 

United States gold certificates. — For example, the 
government of the United States issues gold certificates. 
A ten-dollar gold certificate entitles the bearer to receive 
ten dollars in gold coin from the United States Treasury 
whenever he presents the certificate. On January i, 1923, 
there were seven hundred and eight million dollars of 
these certificates, and the United States Treasury had 
in its vaults exactly the same amount in gold to be used 
only for redemption of these certificates. You can tell a 
gold certificate by finding engraved somewhere on it the 
words ^^gold certificate and the sentence: ^^This cer- 
tifies that there have been deposited in the Treasury of 
the United States of America ten [or some other num- 
berU dollars in gold coin payable to the bearer on de- 
mand.’’ It happens also that our gold certificates are 
always printed in yellow ink on the back. . 

(3) Credit money. — Credit money is a promissory note 
of the government, or of a bank, which is used as money. 
It is not a certificate for standard money on deposit. It 
is simply the government’s or the bank’s promise to pay 
money. Neither the government nor the bank is required 
to keep on hand an amount of standard money equal to 
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the amount of credit money that the people hold. It is 
therefore not the same as representative money. 

Greenbacks. — The United States issues credit money 
in both forms, government notes and bank notes. The 
government notes are the United States notes ^ commonly 
called greenbacks If you will look at a greenback, you 
will find engraved on it the words United States note’^ 
and the sentence: ^^The United States of America will 
pay to the bearer five [or some other number]] dollars.” 
This sentence shows that it is the promissory note of 
the United States government. These notes are called 
greenbacks because their backs are printed in green ink, 
but that does not serve to identify them, since the 
backs of other paper money (except the gold certifi- 
cates) are also printed in green. 

National bank notes. — Our national bank notes also 
are credit money. They are the promissory notes of the 
national banks. Each national bank, or bank chartered 
by the national government, is allowed to issue its notes 
to be used by the people as money. If you look at a 
national bank note you will find engraved on it the 
words national currency,” and a sentence like this: 
^^The First National Bank of Chicago [or some other 
bank] will pay to the bearer on demand ten [or some 
other number] dollars.” This sentence shows that such 
a piece of paper money is the promissory note of a bank. 

There are in the United States two other kinds of 

bank notes, federal reserve notes and federal reserve bank; 

notes. They will be described later, in the chapter on 
the monetary system of the United States (Chapter 
XXVII). 

(4) Token money. — Token money consists of coins 
containing less than their nominal value of metal. They 
are generally made of silver or other less precious metals, 
F. Es. Econ. — 14 
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as nickel, copper, and bronze. If made of the same metal 
as the standard money they are of proportionally lighter 
weight than the standard coins. The purpose of token 
coins is to serve the convenience of the people in making 

exchanges. The smallest standard coin is usually of 

fairly large denomination. For the “small change” or 
“fractional” money, token coins are generally used. In 
the American monetary system, any piece of money less 
than one dollar is token money; i.e., the half dollar, 
quarter, dime, nickel, and cent. So England has shillings, 
six pence, pennies, etc., and France has half francs and 
other small coins. In place of token coins, small-change 
money of paper has sometimes been used. During the 
Civil War we had paper half dollars, quarters, and dimes. 
People were inclined to make fun of them and called 
them “shinplasters.” Paper fractional money is not very 
satisfactory, because the paper wears out quickly and is 
not so convenient to handle as coin. 

Token money does not get its value from the metal of 
which it is made, but from the fact that the government 
will give standard money in exchange for token money 
when any one asks for it. For example, the silver in a 
half-dollar coin is not worth half a dollar. Neither does 
a nickel have five cents’ worth of metal in it, nor is the 
metal in a cent worth a cent. But nobody cares about 
that, so long as he knows he can always exchange token 
money for standard money if he wants to. The value 
of the metal in token money is of little importance. The 
material used in making token money should be simply 
the most convenient one, regardless of its value, except 
that it must not be made of such valuable material that 
the metal in any coin would be worth more than the face 
value of the coin itself. For example, if we should make 
our five-cent piece of silver and the same size as at prea- 
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ent, there would be more than five cents’ worth of silver, 
ill a five-cent coin. Then anybody who had a five-cent 
piece would keep it or sell it for the silver, and very soon 
there would be no five-cent pieces left in circulation. 
Something like this happened at one time in the United 
States. Ill 1834, Congress made a change in the mone- 
tary laws, which made the silver in the half dollar, 
quarter dollar, and dime worth more than the face value 
of the coins. These silver coins promptly disappeared 
from circulation, and Congress had to change the law so 
as to reduce the amount of silver in each coin. When 
this was done, the coins stayed in circulation. 

Token money is like credit money. — Token money 
is really a special kind of credit money, since its value 
depends on the right to exchange it for the standard 
money. It is not representative money, because the 
government does not set aside any fund of standard 
money equal to the token money in circulation. But 
the government must give standard money in ex- 
change for token money^ which makes it like credit 
money, 

How the amount of token money is fixed. — The 
government also gives token money in exchange for 
standard money whenever any one asks for it.. If there 
is not enough small change” money in a town, the 
merchants ask the banks for more small coins, and the 
banks get what they need from the government in 
exchange for standard money. If, on the other hand, 
there is too much token money, the merchants find their 
cash drawers piling up with small coins. They take the 
surplus to their banks, which attend to securing standard 
money in exchange. The quantity of token money in 
circulation is thus automatically fix:ed according to the 
needs of the people.. 
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Legal tender. — Suppose a merchant, instead of 
depositing surplus small coins in his bank, should offer 
to pay a $500 debt with them. Would the creditor he 
obliged to accept the burdensome coins? Might he 
refuse gold coins also and insist on paper money only? 
To answer questions like this the law defines legal tender 
and tells which kinds of money shall be legal tender. 
Legal lender is any kind of money which the law says must 
be accepted when offered in payment of any obligation 
expressed in terms of the country's money unit. This 
definition must be carefully studied, for the subject of 
legal tender is often misunderstood. 

Suppose you had made a bargain to work in a store 
Saturday afternoons for two dollars and a half an after- 
noon. At the end of the first month, the storekeeper owes 
you ten dollars for four Saturdays. He must pay you in 
money, because that was the agreement. But may he pay 
you in any kind of money he chooses? No. You may, 
according to the law, refuse to accept certain kinds of 
money, and insist on some other kind. To find out what 
kinds of money he may force you to take (if you take 
any at all) and what kinds you may refuse (and still get 
your pay), we have to look up the law and see exactly 
what kinds of money are legal tender in the United 
States. For example, we shall find that all United States 
gold coins are legal tender for any amount. That means 
that if the storekeeper offers you a ten-dollar gold piece, ) 
you cannot refuse to accept it and force him to give you / 
any other money instead. If you do refuse it, he will " 
not have to pay till you change your mind. On the other . 
hand, bank notes are not legal tender. You can refuse 
to accept a ten-dollar bank note if you wish, and the 
storekeeper will have to pay in some kind of legal- tender 
money; in this case either gold or silver coins or gold 
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certificates or United States notes (greenbacks), as he 
chooses. 

Notice that the reason the storekeeper has to pay in 
legal-tender money is that the agreement was expressed 
in dollars j that is, ^^in the country's money unit.'"’ If 
the agreement had been in some other terms, the legal- 
tender law would not have held. If you had agreed with 
the storekeeper to be paid in bank notes, then he could 
force you to take bank notes or nothing, and the legal- 
tender law would not apply. There is nothing to prevent 
people making contracts payable in any kind of money 
they choose, and the legal-tender law does not interfere 
with the carrying out of such agreements. But most 
business agreements are expressed simply in the money 
unit (i.e., in dollars in the United States) and the legal- 
tender law applies to all such agreements. 

In a perfect monetary system, the standard money is 
legal tender; representative and credit money are not 
legal tender; and token money is limited legal teiider. 

Standard money legal tender. — Standard money is 
always legal tender. It is the very best money there is, 
and people should always be able to pay their debts in 
it. It would be very awkward if, when a man was all 
ready to pay a debt, the creditor could refuse to take 
standard money and insist on payment in something 
else. And there is no injustice to the creditor in forcing 
him to take the best money there is. 

Representative and credit money. — It is different 
with the other kinds of money. Representative and 
credit money may not be quite so good as the standard. 
They get their value from the standard. The man who 
has sold goods or done work for money would, in a per- 
fect system, have a right to receive the best money in 
payment. He might be perfectly willing to take other 


214 


MONEY x\ND BANKING 


kinds of money. But if he would rather have standard 
money, the debtor should be the one to go to the govern- 
ment or the bank and exchange his other kinds of money 
for standard money. It is not fair to make the creditor 
do this. Therefore, representative and credit money are 
generally not legal tender. Of course, in a sound mone- 
tary system, people regularly accept all kinds of money 
without regard to the question of legal tender. 

' Token money limited legal tender. — Token money is 
generally limited legal tender. It stands between standard 
money and representative or credit money. Token 
money is not standard; it is like credit money. Also it 
is very inconvenient to handle any large amount of 
token money. Imagine being paid a hundred dollars in 
nickels and cents. You would need a vragon to take 
your money home. Therefore no one should be forced 
to take token money against his will. But for all pay- 
f ments of less than the money unit, it is impossible to pay 
j\ in standard money. Token money is all there is for such 
payments. If creditors could refuse to accept it, how 
could the debtors pay? Therefore the law compromises 
by making token money limited legal tender. That is, 
such money is declared legal tender for small payments 
only. For example, in the United States the half dollar, 
quarter, and dime are legal tender for all payments up 
to ten dollars, while the nickel and cent are legal tender 
for payments not greater than twenty-five cents. This 
makes it possible for anybody to make small or fractional 
payments, and creditors are not forced to take incon- 
venient quantities of small change money in payment 
of large amounts. 

EXERCISES 

I. Are people anxious to obtain money for the same reasons that 
they are anxious to obtain food, clothing, and other enjoyable things? 

■ .Explain.' 
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2. Wliat qualities do the following things lack, the lack of which 
make them less well adapted to serve as money than gold or silver: 
(a) land; (&) diamonds; (c) wheat; (d) platinum; (e) automobiles; 
(/) famous paintings. 

3. Show which of the four kinds of money each of the following is: 
(a) the gold eagle; (b) the half dollar; (c) the bank note; (d) the 
gold certificate. Can you answer also for (e) the silver dollar, and 
(/) the silver certificate? 

4. When a tribe or race of people first begins to use money, what 
sorts of things are likely to serve as money among them? Why? 

5. Is gold used as money by so many nations merely because the 
laws of these nations specify gold? Why do so many of the laws 
specify gold as money rather than some other thing? 

6. Who determines which of the different kinds of money in the 
United States are legal tender? 

7. Is it necessary for money to be legal tender in order to be a 
satisfactory kind of money? Give reasons. 

References for further study. — ■ Taylor, F. M., Principles of 
Economics (1921), pages 160-174. White, H., Money and Banking^ 
Fifth Edition (1914), pages 1-15; 30-40. Holdsworth, J. T., Money 
and Banking (1914), pages 1-16; 37-53. Clay, H., Economics for 
the General Reader ^ American Edition (1918), pages 153-158. 
Ely, R. T., Outlines of Eco 7 iomics, Third Revised Edition (1916), 
pages 248-255. Seager, H. R., Introductmi to Econofnics (1905), 
pages 302-^308. Carver, T. N., Frmciples of National Economy 
(1921), pages 364-375. Taussig, F. W., Prmciples of Economics, 
TMrd Revised Edition (1921), Vol. I, pages 223-231. 
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COINAGE AND THE VALUE OF MONEY. MONO- 
METALLISM AND BIMETALLISM 

What is coinage? — In all modem civilized nations the 
metallic money is coined and the paper money is printed 
by the government. Coinage is the making of coins > 
Coins are pieces of money stamped out of m^etal. No one 
but the government is permitted to coin money. The 
government has mints, at which all the country’s metal- 
lic money is coined. The law tells what coins shall be 
made, the material of which they shall be made, and 
i the exact weight of each coin. For example, according 
to United States laws, each ten-dollar gold piece contains 
exactly 258 grains of standard gold, which is a mixture 
of gold, silver, and copper, nine tenths of which is pure 
gold and one tenth silver and copper. The mixture of 
silver and copper is called the alloy. Its purpose is to 
make the coin hard and durable, since pure gold is too 
soft. 

Purpose of coinage. — The purpose of coinage is 
to make money which people can use safely and con- 
veniently. When the precious metals* were first used 
as money, people used to measure out small quantities 
of the metal of the right value for the payments they had 
to make. You have probably read of the early days in 
California after the gold discoveries of “forty-nine,” 
when the miners^used gold dust for money. They had 
to weigh or measure out the gold dust for every payment. 
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This was clumsy and inconvenient, and there was always 
the chance of being cheated on the weight or receiving 
= something that was not pure gold. When the gold is 

coined, everybody is sure of exactly how much gold he 
is getting by merely counting the coins. Everybody 
knows also exactly 
what part of any 
coin is pure gold or 
silver and what part 
is alloy. 

Why coinage is a 
government monop- 
oly. — It is for the 
same reasons that 
coinage has been 
made a government 
monopoly. With 
^ the government 

stamp on the coins, 
we are always sure 
that the weight and 
material of every 
coin are exactly ac- 
cording to law. We In THE United States Mint, AT Philadelphia 
should not feel quite machine punches out 450 blank pieces 


SO safe if coins were of gold or silver a minute. Another machine 
made by private "^amps the coins. 

business men or corporations. After the gqW ; 

California, coins were made by business men and others. 

They were a good deal better than the gold dust money, 
but the situation was better still when the United States 

, ' . ■ ■ ' 'jjf 

government took over the business of coinage and private 
coinage ceased. | 

The government coins not only the standard money, 
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which to-day is almost everywhere gold, but also all 
token coins and any other coins which there may be, 
whether they are of silver, nickel, copper, or other 
metal. 

Free coinage. — Free coinage is that system of coinage 
by which the government is required to coin for any citizen 
any amount of standard metal which he may bring to the 
mint. Any citizen may bring to the mint any amount 
of the legal standard metal and ask to have it made into 
coin for him, and the mint is required by law to do so. 
The law states just what metal or metals have the privi- 
lege of free coinage. For example, in the United States 
there is free coinage of gold. Anybody may bring any 
amount of standard gold to the mint and have it made 
into gold coin for him. 

Charge for coinage. — Some governments do this for 
nothing. Other governments charge something to cover 
the cost of coinage. When no charge is made, the govern- 
ment itself bears all the cost of running the mint and 
making the coins. This is gratuitous coinage. Where a 
charge is made, the citizen whose gold is coined has to 
pay merely the cost of making the coin. But in either 
case we have free coinage; that is, free coinage may be 
also gratuitous coinage, or it may not. Coinage of 
standard gold in the United States is now both free and 
gratuitous. But formerly the mint used to make a 
charge of one fifth of a cent on each dollar for the cost 
of coinage. At that time there was free coinage of gold, 
but not gratuitous coinage. 

. Charge for assaying and refining. — .Very often people 
take to the mint gold which is not standard gold; that 
is, it is not the exact legal mixture of nine tenths pure 
gold and one tenth alloy of silver and copper. Often 
they take the crude gold ore right from the mines. In 
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such cases the mint charges them for the cost of assaying 
and lehning the gold and for any alloy that has to be 
added in order to make standard gold. After that the 
mint will make the standard metal into coin without 
charge. 

Government control of paper money. — Besides havings 
a monopoly of the coinage of metallic money, the govern- 
ment controls all paper money; that is, representative 
money and credit money. This is done for much the same 
reasons that make it desirable to have coinage the busi- 
ness of the government. It is not safe to allow private 
individuals to issue notes or certificates to be used as 
money, and the law does not permit it. All paper money 
is issued by the government, excepting the bank notes. 
Even here the law tells the banks exactly how they shall 
issue their notes. In the United States all kinds of paper 
money, even the notes of the banks, are engraved and 
printed by the government. This makes it much easier 
for the people to be sure that the paper money is genuine. 
Great care is used by the government to make it difficult 
to counterfeit the paper money. A special kind of paper 
is used, containing little colored threads, and the designs 
are made very complicated and minute. If you will 
examine carefully any piece of paper money, you will 
see how difficult it would be to make an imitation that 
could not be detected. 

The value of standard money. — Standard money, as 
we have seen, gets its value from the material of which 
it is made, and not from the fact of coinage. In other 
words, the value of a standard coin (in a free-coinage 
country) is always exactly the same as the value of the 
metal in it. Let us now see why this is so. Take for 
example the standard money of the United States, which 
consists of gold coin. A ten-dollar gold piece contains 
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exactly 258 grains of standard gold, and any uncoined 
lump of standard gold weighing 2 58 grains is worth 
exactly the same as a ten-dollar gold piece. Why is this 
so? The answer is to be found in two things, free coinage 
of standard gold bullion and melting of gold coin, to- 
gether with the law of market price. The word bullion 
means uncoined gold or silver. 

Standard coin cannot be worth more than the bullion 
it contains. — Suppose that, at a certain time, the gold 
ten-dollar piece were worth more than a lump of 
258 grains of standard gold bullion. Then anybody who 
had 258 grains of standard gold would like to exchange 
it for a ten-dollar gold piece. He would even be willing 
to give a little extra if he had to. But there stands the 
United States mint, which is always ready to take any 
amount of standard gold bullion and make it into coin 
free of charge. People would therefore take their bullion 
to the mint and have it turned into coins, and nobody 
would give anything extra to exchange gold bullion for 
coin, since he could exchange, free of charge, at the mint. 
As gold bullion was made into coins, the quantity of 
gold bullion would decrease and the quantity of gold 
coins would increase. This would cause a decrease in 
the supply of gold bullion and an increase in the supply 
of gold coins. But we have learned that a change in 
supply causes an opposite change in price. Hence the 
price, or value, of gold bullion would rise and the value 
of gold coin would fall, till their values became equal. 
Therefore, so long as there is free coinage without charge, 
the value of standard bullion cannot be less than the 
value of the same weight of coin; that is, standard coin 
cannot be worth more than the bullion it contains. 

Standard coin cannot be worth less than the bullion 
it contains. — Now, let us see what would happen in 
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the opposite case. Suppose that gold coin were less 
valuable than the same weight of standard gold bullion. 
Anybody who had gold coin and wanted the bullion 
could get it easily enough by merely melting down his 
coin. For example, if gold were wanted more for making 
jewelry than for coin, the jewelers would simply take 
gold coins and melt them down into bullion. As people 
did this the quantity of gold coins would decrease and 
the quantity of gold bullion would increase. The supply 
of bullion would increase and the supply of coin would 
decrease, thus lowering the value of bullion and at the 
same time raising the value of coin till the two val- 
ues were the same. Therefore, so long as people can 
always melt gold coin into bullion, the value of coin 
cannot be less than the value of the same weight of 
standard bullion. 

It follows, then, that the value of standard money is 
always equal to the value of the substance of which it is 
made; i.e., to its intrinsic value. 

The value of other kinds of money. — All the other 
kinds of money get their value from their relation to the 
standard money. • Representative money and credit 
money are not valued at all on account of the substance 
of which they are made. They are simply little pieces 
of paper; the paper has practically no value. Even 
token coins do not get their value from the metal in 
them. Their intrinsic value is smaller (usually muchf 
smaller) than their actual value. There is not fifty cents’' 
worth of silver in a half-dollar piece, and the one-cent 
piece does not contain a cent’s worth of metal. What 
gives actual value to all these kinds of money is the 
fact that they may be exchanged for standard money. 
They are therefore worth just as much as the same 
amount of standard money. 
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The Continental bills of credit. Tbie truths stated 
in the two preceding paragraphs are saiaong the most 
important in the whole science of econoimics. They have, 
nevertheless, been misunderstood or neglected over and 
over again in the world's history, with dlisastroiis results. 
During the American Revolution tlie Ontineiital Con- 
gress, being hard pressed for funds to jpay the expenses 
of war, issued large quantities of papner money called 
^'Continental bills of credit." Om theiixface these notes 
purported to be credit money; i.e. thjie promise of the 
Continental Congress to pay coin, Biit the Congress 
had no coin for this purpose, and nobocd/ knew when the 
notes would be paid or if they would e' ver be paid. The 
notes were therefore not worth as mucd as coin. Their 
value begaai to decline immediately amd, with each new 
issue, went lower and lower. People recfased to sell goods 
for the paper money except at veryhiigli prices; many 
refused to sell at all. Depreciation continued till the- 
notes were worth less than one cent o -n the dollar. The 
effects on prices, wages, contracts,, amid life in general 
were disastrous. All ordinary biisiimess relations were 
upset. Extravagant personal eipemditures and wild 
speculation were encouraged. It is fimom this experience 
that w’-e get the common phrase ''xiotc worth a continen- 
tal." By the close of the war tlie notes had become 
practically worthless. Most of tliemamere lost, destroyed, 
or throwm away. After the adoptia#]i of the Constitu- 
tion, those that were left were redeeemed at the rate of 
one cent on the dollar. 

Fiat money. — Money which has m intrinsic value 
itself and is not redeemable in otMr %m%ey having intrinsic 
value is called fiat money. The •Contimental bills of credit 
are an example. The greenbacls of the Civil War were 
fiat money for ' several years (see Chapter XXVII^ 
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p. 277). There have been many other examples at 
various times in other countries. Sometimes the fiat 
money has consisted of government notes. Sometimes 
it has been the notes of banks. At the time of the World 
War. (1914-1918) nearly every nation of the world except 
the United States ^^suspended specie payments.’’ That 
is, they ceased to give standard money in exchange for 
their various kinds of paper money. This made their 
paper money fiat money. In every such nation, the 
money became worth less than its face value in gold. 
The depreciation was moderate in England. In France 
and Italy it was more serious. In Germany the mark 
depreciated to less than one hundredth of its face value. 
The Russian paper money went so low that it was impos- 
sible to calculate its value. The disordered monetary 
systems of Europe were among the chief obstacles to the 
return of economic stability and prosperity after the? 
war. All these cases and many other similar experi- 
ences confirm the economic principle that no money can 
be sound unless it either has intrinsic value itself or is 
subject to current redemption on demand in money of 
intrinsic value. From time to time various people bring 
forth new schemes for fiat money. All of these schemes 
are doomed to failure by their very nature. 

,/ Gresham’s law. — If a person has a debt to pay and 
has in his pocket or purse some crisp new bills and some 
that are old and ragged, he is very likely to select the 
ragged ones for making payment and to keep the new 
bills. If there were any real difference in the value of 
the different kinds of money that could be used for 
making payment, we may be sure that everybody would 
keep the more ..valuable and pay out the less .valuable. 
And since .eve.rybody did this, the better money would not 
be paid out at all and would thus cease to circulate. This 
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is what actually happens whenever two kinds of money 
of unequal value are in circulation together. The poorer 
money tends to drive the better money out of circulation. 
The better money is hidden away and hoarded by the 
people or used in payments in foreign countries where the 
poorer money is not acceptable. This economic prin- 
ciple is known as ''Gresham's law." It was illustrated 
by the experience with the Continental bills of credit, 
which almost immediately drove gold and silver out 
of circulation. The greenbacks kept gold and silver out 
of circulation in the United States until specie payment 
was resumed in 1879. During the World War gold and 
silver disappeared from circulation in nearly all the 
countries ' of Europe. This is always one of the un- 
fortunate results of the issuance of fiat money or any 
other unsound currency. 

The monetary standard. — As already stated, gold coin 
is to-day the standard money of most of the civilized 
world. This has not always been so. Silver has been 
used by some countries, and during a good part of the 
nineteenth century many leading nations used both gold 
and silver at the same time. The subject of the metal 
used for the monetary standard is very important and 
has given rise to some of the most serious practical prob- 
lems connected with the monetary system. It will 
require careful study. 

Monometallism. — Monometallism is any monetary 
system which uses coins of only one metal as the standard 
money. We may have either gold monometallism or silver 
monometallism^ according as the standard coins are made 
exclusively of gold or of silver. As we have already seen, 
gold monometallism is the system that now prevails in 
the United States and in most of the other leading nations 
of the world. 
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Bimetallisin. — Bimetallism is any monetary system 
which uses as standard money both gold coins and silver 
coins. In a bimetallic system, the money unit is a cer- 
tain coin, v/hich may be made either of gold or of silver. 
The law tells exactly the weight of gold in the gold coin 
and of silver in the silver coin, and the ratio between the 
weight of the silver coin and the weight of the gold coin 
is called the coinage ratio or the mint ratio or the legal 
ratio. There must be free coinage of both gold and 
silver, and the coins of both metals must be unlimited 
legal tender. 


Bimetallism in the United States. — These matters 
can best be made clear by an illustration from the mone- 
tary experience of the United States. The United States 
had a bimetallic monetary system from the very begin- 
ning (1792) down to 1873. Since then we have had gold 
monometallism. Before 1873 the monetary unit was 
the dollar, which consisted (after 1837) of either 
25.8 grains of standard gold or 412.5 grains of standard 
silver. Standard gold has been since 1837 nine tenths 
pure gold and one tenth an alloy of silver and copper. 
Standard silver has been since the same date nine tenths 
pure silver and one tenth an alloy of copper. The coinage 
412.5 15-9^^ 


ratio was therefore 


or 


which is almost 


25.8 I 

exactly sixteen to one. The ratio of sixteen to one means 
that a silver dollar weighs sixteen times as much as 
a gold dollar. 

There was free coinage of both metals. Anybody could 
take standard gold to the mint and have it coined, receiv- 
ing one dollar in coin for every 25.8 grains of bullion. 
Anybody could also take standard silver to the mint and 
receive in exchange one silver dollar for every 412.5 grains 
of bullion. 

F. Es. EcoN, — 15 
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All the standard coins, both the gold coins an.d the 
silver dollar, were unlimited legal tender. A debtor 
could pay any obligation expressed in dollars by offer- 
ing the proper amount in either gold coins or silver 
dollars as he chose. We had therefore a real system of 
bimetallism. 

How bimetallism works. — With a bimetallic system 
people can pay their debts in coins of either gold 
or silver, and people can have either gold or silver 
bullion made into coin at the mint. But will people 
bring both metals to the mint? The answer depends 
on whether the market ratio between the two metals 
is the same as the coinage ratio. The market ratio 
is the ratio at which the two kinds of bullion ex- 
change on the market. This ratio is determined by 
the respective supply of and demand for the two 
metals, which result from the operations of mining and 
the use of the metals for all purposes (not merely for 
money). Hence the market ratio changes frequently, 
as does the market ratio between corn and wheat 
or any two goods. The market ratio is not fixed by 
law. For example, an ounce of gold can be bought for 
$20.67. Suppose that 16 ounces of silver can likewise 
be bought for $20.67. Then i ounce of gold is worth 
the same as 16 ounces of silver, and the market ratio 
between silver and gold is 16 to i. Suppose the coinage 
ratio is also 16 to i. Then a given amount of gold 
will make just as much coin as 16 times its weight of 
silver. People would take either gold or silver to the 
mint. Obviously there would be no advantage in ex- 
changing one metal for the other on the market before 
going to the mint. 

But what if there is a difference between the coinage 
ratio and the market ratio? Let us suppose that, while 
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the coinage ratio is 16 to i, the market ratio is 15 to i. 
Then anybody who has silver will find it to his advantage 
to exchange it for gold on the market and take the gold 
to the mint. For 15 ounces of silver he would then get 
as much coin as could be obtained by taking 16 ounces 
of silver directly to the mint. Therefore only gold will 
be brought to the mint. Moreover, if there are already 
silver coins in circulation, the tendency will be to melt 
them down and sell the bullion. The silver coins will 
thus tend to disappear from circulation. 

Just the opposite will happen if the market ratio is 
greater than the coinage ratio; for example, 17 to i, 
when the coinage ratio is 16 to i. Then it will be advan- 
tageous to take only silver to the mint, and there will 
be a tendency for any existing gold coins to disappear 
from circulation. 

We thus reach the following conclusion: If the mar-/ 
ket ratio is the same as the coinage ratio, both gold| 
and silver will be coined, and there will be standard 
coins of both metals in circulation. If the market ^ 
ratio is less than the coinage ratio, only gold will be 
coined, and all the standard coins in circulation will 
be gold. The actual result will be the same as if there 
were gold monometallism. If the market ratio is greater 
than the coinage ratio, only silver will be coined, and 
the only standard coins in circulation will be silvery 
The actual result will be the same as if there were silver 
monometallism. 

Qualifications. — To these laws must be added two 
qualifications, (i) It must be remembered that, when 
the market ratio parts company with the coinage ratio, 
the results stated . above do not come instantaneously. 
All persons : in the country are not immediately aware 
of the situation, and 'all are' not, equally keen to^ take 
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advantage of it. It will, therefore, alwa^^s take some 
time for all the silver coins to disappear and be replaced 
by gold, or mce versa. 

(2) The results that follow when the market ratio 
becomes different from the coinage ratio have a tendency 
to bring the market ratio back to the coinage ratio. 
For example, suppose the coinage ratio were 16 to i 
and the market ratio 15.99 to i. As we have learned, 
silver will not be brought to the mint, and silver coins 
will tend to disappear from circulation. Since the 
money work is now more and more being done by gold, 
there is an increased demand for gold. On the other 
hand, the silver released from coinage increases the supply 
of silver for all other uses. This tends to raise the value 
of gold and lower the value of silver, and so to increase 
the market ratio between them. It might finally bring 
the market ratio back from 15.99 ^ the coinage 

ratio of 16 to I. The corresponding results of a market 
ratio slightly above the legal ratio will be readily under- 
stood. This tendency of a discrepancy between the 
market and coinage ratio to correct itself, however, is 
not strong enough actually to bring the ratios together 
unless the discrepancy is very small. 

Operation of bimetallism illustrated by United States 
monetary history. — These laws have been proved by the 
monetary history of many countries. One of the best 
examples is our own experience with bimetallism in the 
United States. When Congress first established the 
monetary system in 1792, it made a system of bimetal- 
lism with a coinage ratio of 15 to i. The intention was 
to make the ratio the same as the market ratio, but there 
was a slight miscalculation. The market ratio was then 
about 15I to I. From the law stated on page 227, you 
would conclude that no gold would be brought to the 
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mint. This is exactly what happened, and the country 
had practically a system of silver monometallism for the 
first forty-two years. 

The people wanted to have gold coined; so, in 1834, 
Congress changed the coinage ratio to about 16 to i. 
As the market ratio was still about 15I to i, this was an 
error on the other side. Now nobody brought any silver 
to the mint. All the coins made were of gold, and the 
few silver dollars that had been in circulation mostly 
disappeared. In 1837 some slight changes were made, 
which still left the coinage ratio practically 16 to i. For 
about forty years (1834-1873) we had what amounted 
to gold monometallism. In 1873, a law was passed which 
took away the right of free coinage of silver and made 
the United States monetary system real gold monometal- 
lism. It has remained so ever since. This law made no 
practical difference in 1873, since no one wanted to 
have silver coined anyway. But the very next year, 
the price of silver began to fall more than ever before. 
The market ratio, which had been about isl to i for 
nearly a hundred years, now rose to 16 to i, which 
was the coinage ratio, and then went higher and higher. 
By 1896 it was 32 to i, or just double the mint ratio. 
If the law of 1873 had not demonetized silver (that is, 
taken away the free coinage privilege), people would 
have begun to bring silver to the mint just as soon as 
the market ratio rose above 16 to i; gold would have 
disappeared from circulation, and the country would have 
gone back practically to a condition of silver monomet- 
allism. As soon as the ratio rose above 16 to i many per- 
sons were desirous of doing this, or of having it done by 
others. A great demand therefore arose for the res- 
toration of ^ Tree silver,’’ which caused a bitter politi- 
cal struggle lasting for a generation. 
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The experience of France. — The nearest approach to 
successful operation of bimetallism was in France during 
the middle part of the nineteenth century. Her coinage 
ratio (isi to i) was for years very close to the market 
ratio, sometimes a little lower, sometinies a little higher. 
At one time, gold coin began to disappear; at another 
time, the silver took flight. But each time the market ratio 
came back before either metal had entirely disappeared. 
Finally, however, with a slight fall in the price of 
silver after 1870, gold began to disappear, and it was 
apparent that both metals could no longer be kept in 
circulation under a system of bimetallism. France, 
therefore, abandoned the attempt and abolished the free 
coinage of silver in 1873. 

Conclusion: Bimetallism will not work. — We see then 
that, even though bimetallism be established by law, 
there will not actually be coinage and circulation of the 
two metals unless the coinage ratio is practically the same 
as the market ratio. It is not possible to keep these two 
ratios the same for any great length of time. The market 
ratio is continually changing, even though the changes 
may be slight, and it would be impracticable to keep 
changing the coinage ratio to correspond. In spite of 
the temporary success in France, it remains true that 
no country has succeeded in maintaining permanently 
the actual free coinage and circulation of both metals, 
The conclusion is that bimetallism will not work. When- 
ever it has been tried the result has almost always been 
the actual circulation of just one metal, sometimes gold, 
sometimes silver. On a few occasions gold and silver 
have circulated together, but only temporarily, after 
which one has driven the other out of circulation. The 
leading countries of the world have therefore given up 
bimetallism and adopted monometallism. 
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EXERCISES 

1. Give a number of reasons why it is a useful thing to have 
money in the form of coins rather than in some other form. 

2. When the owner of a gold mine takes crude gold to the mint he 
finds that it will cost him something to have it turned into coins. 
Does this mean that we do not have a S3^stem of ^LTee’^ coinage? 

3. During the past few years the gold miners have suffered 
losses because of the fact that their expenses have increased wLile 
they have been unable to raise the price of their product. Explain 
why the price of gold ore has not risen with other prices. 

4. Why does a ^Mollar bill ” have a value much higher than its 
intrinsic value? Why is the same never true of the gold eagle? 

5. Define market ratio as applied to gold and silver. What 
determines what the market ratio wall be? What determines the 
coinage ratio? 

6. What must be true of a coinage system to make it a bimetallic 
system? 

7. Suppose that the United States had bimetallism as its standard, 
with a coinage ratio of sixteen to one; suppose, further, that the 
market ratio became fourteen to one. Explain the steps that you 
could take to make a profit for yourself out of this situation. 

8. Why is it impossible for the coinage ratio and the market 
ratio to remain equal to each other for any great length of time? 

References for further study. — Fisher, 1 ., Elementary Principles 
of Economics (1912), pages 221-239. Holdsworth, J. T., Money and 
Banking (1914), pages 16-36. White, H., Money and Banking, 
Fifth Edition (1914), pages 16-29; 40-78. Taussig, F. W., Principles 
of Econoinics, Third Revised Edition (1921), Vol. I, pages 261-284; 
304-324. Clay, H., Economics for the General Reader, American 
Edition (1918), pages 158-168. Ely, R. T., Outlines of Economics, 
Third Revised Edition (1916), pages 255-281. Seager, H. R., 
Introduction to Economics (1905), pages 308-313. Carver, T. N., 
Principles of National Economy (1921), pages 375-393. 


CHAPTER XXIV 


BANKING. DEPOSIT AND DISCOUNT AND THE 
CHECK SYSTEM 

What do the banks do? -Starting at the center of a 
,own or village of any considerable size, a person does 
aot have to go far before he conies to a hank, in the 
business section of any large city one sees numbers of 
banks, many of them large and busy places, with crowds 
of people hurrying in and out. _ In the course of the day 
nearly every business man is likely to make at least one 
call at the bank, or to send some one there for him. Why 
are the banks so important? What is it they do for the 
modern business world? Many people think of banks as 
places where they put their spare money for safe-keeping 
Ld from which they draw out their money when they 
need it. That is a part, but a very small part, of the 
business of the banks; if that were all they did, they would 
not be the busy places that we see to-day. Let us see 

what the banks really do for us. 

Deposit of money. — First of aU, the banks serve as a 
place for the safe-keeping of money. Anybody can tace 
money to the bank and “deposit” it. The bank agrees 
to pay back the money whenever it is asked, or to pay 
it to some other person if the depositor so directs^ The 
bank keeps in its ledger an account with each of its deposi- 
tors. When the money is deposited, the clerk credits 
the depositor’s account with the sum, and he also geni- 
ally writes the amount on the credit side of the 
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depositor’s ^^pass book,” which gives the depositor a 
record that he has deposited the money. 

The check. — To withdraw money from the bank, the 
depositor uses a check, A check is a written order by a 
depositor directing his hank to pay money to a third party 
{or sometimes to himself or to the bank). Suppose 
Mr. John Greene has deposited $1,000 in his bank, the 
Merchants Bank. On the first of the month, he has to 
pay his house rent of $50. One way would be to go to 
the bank, draw out $50, and take it to his landlord, 
James Garland. But a simpler way is to pay by means 
of a check, which would be an order, signed by 
John Greene, directing the Merchants Bank to pay 
James Garland $50. The check would read like this: 


Gowanda, N. Y. If No. 18^ 

Merchants Bank 


Pay to the order op 




^Dollars 

fok'yv 


Checks are usually made out on blank forms similar to 
this, which are furnished by the banks, but such a form is 
not necessary. A check may be written out by hand or 
with the typewriter on any kind of paper. 

Cashing a check. — Having made out this check, 
Mr. Greene gives it or sends it by mail to the payee, 
Mr. Garland. Mr. Garland may take it to the Merchants 
Bank and ask for the money. The bank clerk must be 
sure of several things before he pays. First he looks up 
Mr. Greene’s account and makes sure that he still has 
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at least $s<^ deposit. The clerk must also examine 
the check and be certain that the ^signature is really 
that of Mr. Greene. Bank clerks are familiar with the 
signatures of ail their customers; if they are ever not 
sure, they refer to a card catalogue of the signatures 
of all their depositors, which every bank keeps. ' Fi- 
nally the clerk must be certain that it is Mr. Garland 
who is presenting the check. He may know Mr. 
Garland by sight. If not, he will refuse to pay till 
Mr. Garland is identified by some one who is known at 
the bank. Before receiving the money, Mr. Garland must 
indorse the check; that is, he must sign his name on the 
back of the check. This serves as his acknowledgment 
that he has received the money. It makes the check 
a receipt. All of this takes only a few seconds, if every- ‘ 
thing is correct, and then the money is paid over to 
Mr. Garland. The bank clerk then debits Mr. Greene’s 
account with the $50 which he has paid out, and sooner 
or later, when the account is balanced, the check will 
be returned to Mr. Greene. He keeps it as evidence that 
Mr. Garland has received the money from the bank. 

Pa3?'ment by check. — By means of checks like this 
Mr. Greene can pay his grocer’s bill, his doctor, his 
stenographer, and nearly all of his expenses. If he 
wants to draw out money for himself, he makes out 
a check with his own name written as that of the payee, 
and presents it to the bank. The check is thus an easy 
and safe way of making payments. It is easy to sit in 
one’s own home or ofSce, make out checks, and send 
them by mail. It is safe — much safer than sending 
money — since no one but the right person can get the 
money, even if the check should be lost or stolen. And 
finally the checks always come back and serve as receipts 
for the payments. Careful business men and house- 
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keepers regularly put most of their money in their banks 
and make nearly all their larger payments by check. 

Depositing checks. — Let us now consider another 
peculiarity of the check system. The landlord, 
Mr. Garland, might take Mr. Greene’s check to the bank 
and carry away his $50 as described on page 234; but 
the chances are that he would not. If hlr. Greene had 
paid him in money, instead of by a check, he would prob- 
ably have taken the money to his bank and deposited it. 
Then why should he ask the bank to give him money 
for the check? Why not ^Meposit the check”? That 
is exactly what he would probably do. If he has an 
account at the Merchants Bank, he simply takes (or 
sends) the check in and deposits it. The process is the 
same as when he asked for the money. He indorses the 
check; the bank clerk satisfies himself that everything 
is correct. But instead of paying him the $50, the clerk 
credits his account in the bank’s ledger with VS50 and 
(if required) writes the amount on the credit side of his 
pass book, the same as if he had deposited money. It is 
just as if Mr. Garland had gone to the paying teller’s 
window and drawn out his $50 and then immediately 
stepped over to the receiving teller’s window and de- 
posited it. The result of this transaction is that the 
bank has debited Mr. Greene’s account by $50 and 
credited the same amount to Mr. Garland’s account; 
that is, it ha-s “transferred” $50 from the one account 
to the other. Of course it is entirely immaterial to Mr. 
Greene whether Mr. Garland takes the money or deposits 
the check. 

The amount of checks deposited in banks is far greater 
than the amount of money deposited. The amount of 
deposits that comes from money brought in by the 
depositors is really quite small. Of the two important 
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functions of the banks so far discussed, the safe-keeping 
of money and the making of payments by means of 
transfers on their accounts, the second is far more im- 
portant than the first. 

Payments through one bank. — In a small town where 
there is only one bank, the bank acts as a sort of agent 
to make payments between the citizens of the town. 
Practically every business man and nearly everybody 
else who has many payments to make keeps an account 
in the bank. Most of the money that these people 
receive is immediately deposited in the bank. And 
when anybody has a payment to make he generally draws 
a check, which the receiver deposits in the bank. By 
transfers on its accounts, from one depositor to another, 
the bank makes most of the payments of any size between 
the citizens of the town. 

Payments through two or more banks. — In the large 
towns and in the cities, there will generally be more than 
one bank. This makes the business of making payments 
by means of checks a little more complicated. In the 
case of Mr. Greeners payment of $50 rent to Mr. Garland 
by check, suppose that Mr. Garland does his business, 
not at the Merchants Bank, but at the Second National 
Bank of the same city. When he receives Mr. Greene’s 
check he may go (or send) to the Second National Bank, 
hand in the check, and either ask for the money or ask 
to have the amount credited to his account. But how 
can he expect his bank to give him anything for this check, 
when Mr. Greene has no deposit account with it, and 
when the check is drawn upon another bank? The answer 
is that the Second National Bank is willing, as an accom- 
modation to its own customer, Mr. Garland, to take the 
check, give him money or credit for it, and then collect 
the money from the Merchants Bank. 
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Indorsement. — But there appear to be some diffi- 
culties in the way. The clerk of the Second National 
Bank has no way of telling whether Mr. Greene has $50 
on deposit at the Merchants Bank. He does not even 
know whether Mr. Greene’s signature on the check is 
genuine. He very likely never heard of Mr. Greene 
before. How can this bank safely pay Mr. Garland 
before it knows whether the check is good and whether 
it will be able to collect from the other bank? The thing 
that makes this possible is Mr. Garland’s indorsement. 
Every check must be indorsed before it can be cashed 
or deposited. The indorsement shows that the person 
has received the amount called for by the check. It 
also means that the indorser guarantees that the check 
is, good. When Mr. Garland indorses the check it means 
that, if the check should turn out worthless, he will have 
to pay back to the Second National Bank the amount 
that it gave him for it. So the bank clerk has only to 
satisfy himself that Mr. Garland has actually indorsed 
the check. 

Sometimes a check is not taken at first to any bank, 
but is passed on to another individual. If Mr. Garland 
had happened to owe his tailor $50 for a suit of clothes, 
he might have used the check to pay his bill. The tailor 
would then be the one to take it to a bank and cash or 
deposit it. Or he might in turn pass it on to some one 
else. A man sometimes asks a friend to cash a check 
as a matter of accommodation. You will often hear 
people asking the storekeeper with whom they trade 
if he can “cash a check.” Thus checks may pass about 
among several persons before they finally reach the bank 
on which they are drawn. The best business practice, 
however, is for the payee to deposit the check in his own 
bank. Each person who passes on a check ordinarily 
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has to indorse it. That means that, in case it should not 
be good, he will be responsible for making good the loss 
of any one who receives it from him. * 

Various forms of checks. — There are different ways 
of making and indorsing a check. A check may read 
simply: ^'The First National Bank, pay to John Smith,'' 
etc. Such a check cannot be paid to any one except 
John Smith. He cannot pass it on to any one else, or 
cash or deposit it at any other bank. He must himself 
go to the First National Bank and cash or deposit it. 
Checks generally read : “Pay to the order of John -Smith," 
or “Pay to John Smith or order." Such a check may be 
passed on or taken to any other bank, always with 
indorsement at each step. Again, a check may be made 
to read, “Pay to John Smith or bearer" or simply “Pay 
to Bearer" or even “Pay to Cash." Such a check can be 
passed about and may be cashed or deposited by any one 
who presents it and indorses it. Such a check also does 
not have to be indorsed every time it changes hands. 
For these reasons it is much safer to make a check pay- 
able to the order of some particular person rather 
than to bearer. 

Forms of indorsement. — The simplest form of 
indorsement is to write one's name on the back of the 
check. This “blank indorsement" means that the person 
guarantees the goodness of the check and has received 
its value from somebody. A check so indorsed can be 
passed on to any one and cashed or deposited by any one. 
It becomes a check payable to bearer. A better form 
of indorsement is to write on the back above the indors- 
er's signature, “Pay to the order of putting 

in the name of the person to whom the check is trans- 
ferred. That means that that particular person will 
have to indorse the cheek before he receives anything for 
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it. Checks payable to bearer, either originally or by blank 
indorsement, are not safe to send through the mail or 
by messenger. If they should be lost or stolen anybody 
could cash them. A check made payable to a particular 
person, if lost or stolen, cannot be cashed except by a 
forged indorsement, which is of no effect as against the 
payee or the drawer. 

Collection between banks. — Let us now go back to 
the Second National Bank, w’^hich has credited 
Mr. Garland^s account with $50 for Mr. Greene’s check 
drawn upon the Merchants Bank. Toward the close of 
the day, or the next morning, ^a messenger from the 
bank will take this check, with the bank’s indorsement 
on its back, over to the Merchants Bank and ask for 
the If the check proves good and Mr. Greene’s 

account has at least $50, the Merchants Bank will give 
the messenger the v$5o, or evidence of credit for that 
amount, thus reimbursing the Second National Bank. 
The Merchants Bank will debit Mr. Greene’s account 
and later send him the canceled check, which closes the 
transaction. This illustrates how checks are used for 
payments in places where there are two or more banks. 
Each bank may receive hundreds of checks during the 
business day, some drawn on itself, ethers drawn on the 
other banks in the town. And each day the clerks of 
the bank have to sort out the checks cashed and send to 
each of the other banks the checks drawn on that partic- 
ular bank, receiving the total amount in money or credit. 

The clearing house. ■ — In the large cities, wdiere there 
are a great many banks, the business of sending the 
checks around for collection would become very trouble- 
some. Each bank would have to send a messenger to 
each of .the' other banks. In a city with twenty banks, 
.there.: might have to be '20X19, or 380 separate calls 
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necessary to collect the checks each day. To save this 
enormous amount of labor and expense, the bankers 
have invented a short-cut arrangement, the clearing 
house. The clearing house is an association of the banks 
of a city through which all the accounts between the banks 
for accepting each other’’ s checks are settled. E\ery day 


In the New Yore: Clearing House 

the clerks of each bank arrange the checks of other 
banks which were received the day before in separate 
bundles, one for each bank. They make out a list 
show.ing the amount due from each bank and the total 
due from all the banks. Then two clerks take the bundles 
of checks and the list and go to the headquarters of the 
clearing house. Here there is a large hall, with a row of 
desks, one for each bank, and here at a certain hour the 
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clerks of all the banks meet. One clerk from each bank 
takes his place behind his bank’s desk. The other, hold- 
ing the bundles of checks, stands in front of his bank’s 
desk. At a certain signal the clerks in front walk along 
the row of desks, putting on the desk of each bank the 
bundle of checks drawn on that particular bank. In a 
minute or two, the checks have all been distributed, and 
a few moments later the desk clerk of each bank has 
figured up how much his bank owes to all the other 
banks. The results are then announced by the governor 
of the clearing house. The clerk of each bank now knows 
the total amount that his bank owes all the other banks 
and the total amount that all the other banks owe his 
bank. If his bank owes more than is owed to it, the dif- 
ference is paid to the clearing house. If more is owed to 
his bank than his bank owes, the clearing house pays the 
difference to him. So by just one payment to or from 
the clearing house, each bank settles its accounts with 
all the other banks. Of course the payments from the 
clearing house will always be exactly equal to the pay- 
ments to it, so that the clearing house itself always 
comes out even. 

Out-of-town collections. — Checks are often used to 
make payments in other towns. A merchant in a small 
town may buy goods from a wholesale store in a distant 
city. He will probably pay his bill by a check drawn on 
his own bank, which he will send by mail to the whole- 
saler. The wholesaler indorses the check and deposits 
or cashes it at his own bank. This gives the city bank a 
claim against the town bank, w’'hich the latter will have 
to pay. Every day thousands of checks are passing 
back and forth in every direction in the mails, and every 
day banks are receiving checks drawn on other banks 
all over the country. These checks all have to be sent 
F. Es. Econ. — 16 
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back to tlie original banks on which they are drawn, 
which banks have to reimburse the banks that have 
accepted their checks. There is an elaborate system 
among the banks, by which this business is handled with 
very little transferring of money. 

Through the use of checks, payments amounting to 
billions of dollars are made every year simply by means 
of transfers on the books of the banks and without the 
use of any money at all. In fact far more payments are 
made in that way than by the use of money. It has 
been estimated that at least four fifths of the payments 
ill the United States are thus made without the use of 
money. 

Discount. — We come now to the most difficult, but 
the most important, part of the work of the banks, the 
business of discount. As is stated in Chapter XXI, 
most business men depend largely on borrowed capital. 
And it is the banks that do most of the lending to busi- 
ness men. 

The banks always have some money on hand which 
has been deposited with them. Part of this the banks 
can lend to their customers who want to borrow. In 
this way the banks act as a sort of intermediary between 
lenders and borrowers. But if the banks did only this, 
their business would not amount to much. Lending 
money obtained from depositors is a very small part of 
the business of the banks. To understand this matter, 
let us start with a simple example. 

Mr. Black is a merchant, in the seed business. In 
the winter he is buying his stock of seeds for the spring 
trade. He needs about $50,000, besides the money he 
has of his own. So he goes to his bank and asks for a 
loan of $50,000. If the bank is satisfied that he can be 
counted on to repay, it may take Mr. Black's promissory 
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* note for $50,000 and give him the money, less the interest. 

When banks lend, they usually collect the interest at 
once instead of leaving it to be paid when the principal 
of the loan is repaid. Suppose Mr. Black’s note is for 
3 months and the rate of interest charged by the bank 
on that day is 8%. The interest on a loan of $50,000 
for 3 months at 8% is $1,000. The bank would then give 
Mr. Black $49,000 for his promise to pay $50,000 in 
^ three months. This is why the word ^'discount” is used. 

Definition of discount. — Discount is either (i) the 
deduction for interest made by a bank, w (2) the process 
of making a bank loan. The two senses in which the 
word is used will cause no difficulty. The sum which the 
borrower receives, i.e., the face of the note less the 
discount, is called the proceeds. 

Discount and deposit. — The $49,000 which the 
bank gave Mr. Black for his note would probably not 
^ be in cash. If Mr. Black insisted on taking the money 

away, the bank would not be very likely to lend to him. 
And Mr. Black himself does not want the actual money. 
He doesn’t use money to buy his seeds; he pays by 
check. If he had $49,000 in money, the first thing he 
would do would be to deposit it in his bank. When he 
borrows from the bank, then, he simply asks the bank to 
credit his deposit account with the $49,000. So the bank 
has received his note and he has received a deposit of 
$49,000; no money has changed hands at all. 

». This is the ordinary w'ay in which bank loans are made 

and bank deposits originate. Some bank deposits come 
from money deposited in the bank, as we have seen. 
More deposits come from checks deposited, as we have 
also seen. But both of these ways of making deposits are 
, of small importance compared with the method which we 
are now studying. The great bulk of deposits comes 

't 

r 
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directly from discounts. Discount and deposit go 
together. Customers secure loans at the bank— dwcoimi. 
What they borrow is not money, hx^t deposits. Let us now 
have a definition of deposits that will cover all cases A 
bank deposit is a right to receive -money Jrom a bank [ordt- 
mrily) on demand. Deposits are not “money m the bank. 
Banks never have on hand money anywhere near equal to 
the amount of their deposits. That could hardly be 
expected, since most of their deposits, _ as we have seen, 
originate without any money being given in. A bank 
with deposits of $300,000 might have only $50,000 of 
money on hand. People are mistaken when they say, 
for example: “The bank has $5,000 of my money, or 
“I have $5,000 in the bank.” Actually the bank does 
not have their money. Even if they deposited money, 
the bank has probably paid it out long ago. What the 
depositors have is not “money in the bank,” but the 
right to draw money from the bank whenever they 
wish. This is ordinarily just as good as money, so long 
as the depositor knows he can get money whenever he 
wants it. 

The bank’s reserve. — The bank does not have to keep 
money on hand equal to its deposits, but it does have 
to pay money to any depositor whenever he demands 
it. Of course if all the depositors should demand their 
money at the same time, the bank could not pay. 
But the bankers know that depositors wiU not ordinarily 
do this. On many days a bank’s receipts equal (or ex- 
ceed) its payments. Bankers keep enough money on hand 
to pay all who are likely to ask payment from day to 
day, with a reasonable margin for safety. The money 
which d bank has on hand is cdlled Us feseTve, because it 
is this money upon which the bank must rely to pay 
depositors. 
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Deposit is an exchange. — Making a deposit in the 
bank is really an exchange. The depositor gives the bank 
either money, or a check, or a promissory note. These 
things become absolutely the property of the bank. 
When a person deposits money in the bank, the money is 
no longer his; it belongs to the bank. The same is true of 
a check or a note. In exchange the bank gives the deposi- 
tor the right to draw a certain amount of money on 
demand; that is, a deposit. This right, this deposit, 
becomes the property of the depositor. If this were 
generally understood, it would prevent many common 
mistakes about banks and banking. 

Forms of loans: (i) The borrower’s promissory 
note. — Let us now look further into the important 
function of discount. There are various kinds of loans. 
The first form is the simple promissory note of the bor- 
rower, such as Mr. Black gave (pages 242-243). Usu- 
ally, a bank will not accept such a note unless it is either 
signed by another person or accompanied by security. 
Mr. Black may ask a friend to sign the note, either just 
below his own signature or as an indorser. This makes 
both men responsible to the bank for the payment of 
the note. If Mr. Black should fail to pay, his friend 
would have to. Such a note is called ^Two-name paper,” 
and is generally acceptable to the banks. Sometimes 

three-name paper” is required. 

(2) The secured note. — Another way for Mr. Black 
to borrow” on his own note is to give collateral security. 
This means that he hands over to the bank some prop- 
erty of his worth at least as much as the amount of 
his note. The bank keeps this property until he pays 
his note, and if the note is not paid, the bank can sell 
the property and so get the money that is due. The 
property most commonly used as collateral security 
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consists of stocks and bonds of corporations or of 
governments. 

(3) The indorsed note. — Here is another kind of 
loan. Mr. Brown is a wholesale furniture dealer. He 
sells $10,000 worth of furniture to a retailer, Mr. Gates, 
who instead of paying him money gives his note 
promising to pay the money in sixty days. Mr. Brown 
cannot wait so long, since he has bills to pay at once. 
He therefore takes Mr. Gates’s note to his bank and 
“discounts it.” He first indorses it, by signing his own 
name (as is done with a bank check); this makes him 
responsible as well as Mr. Gates for the payment of the 
note, making the note “two-name paper.” The bank 
takes the note and gives Mr. Brown a deposit of $10,000 
less the discount. Sixty days later, when the note is due, 
Mr. Gates must pay the bank instead of paying 
Mr. Brown. 

(4) The draft or acceptance. — Instead of giving a 
note to Mr. Brown, Mr. Gates might have “accepted” 
Mr. Brown’s draft on him, payable in sixty days. The 
relation of the parties would be very much the same as 
in the case of the note just described. The draft would 
be an order drawn by Mr. Brown, directing Mr. Gates 
to pay $10,000 to Mr. Brown’s bank in sixty days. 
Across the face of the draft Mr. Gates writes “accepted” 
and his signature, which is a promise by him to pay it 
when due. The acceptance is “two-name paper,” which 
the bank will discount, because Mr. Brown is responsible 
for its payment if Mr. Gates fails to pay. 

All of the various forms of business men’s notes and 
drafts are called “commercial paper." 

The bank’s profit.— -In each of these four cases the 
borrower receives a right to draw money from the bank 
whenever he wishes, while the bank receives a right to 
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receive money at some definite date in the future. 
The amount which the bank expects to receive is always 
somewhat greater than the deposit which it gives, since 
the bank always ^Miscounts’’ the notes by taking 
out interest. This is where the banks make their profit 
on the business of discount and deposit. 

EXERCISES 

1. Deposits are defined as ^Tights to draw against a bank.” 
In how many ways may these rights be obtained? Explain each. 

2. Write out the difi;erent forms of checks described in this 
chapter and explain the important differences between them. 

3. Write out the different forms of indorsement and explain the 
important differences between them. 

4. What is a clearing house? Tell what it does and explain 
the work of clearing. 

5. What do the banks of a city gain by having a clearing house? 

6. Define ^‘commercial paper” and state the different forms that 
it may take. 

7. When a business man deposits in a bank five hundred 
dollars in gold, to what different uses may the bank put this money? 
What would be the reason in each case for the bank’s action? 

8. When two men have deposits in the same bank and one of 
them gives the other a check, does the transaction change the bank’s 
assets and liabilities? Explain. 

9. A bank discounts Mr. Clark’s $5,000 note for six months, 
using an interest rate of five per cent. How much does the bank 
pay Mr. Clark for the note? In how many different %vays may 
Mr. Clark receive payment from the bank for this note? 

10. Summarize the different forms of loans and describe each. 

References for further study. — Dunbar, C. F., Chapters on the 
Theory and History of Banking, Second Edition (1900). White, H., 
Money and Banking, Fifth Edition (1914), pages 193-204; 216-231. 
Holdsworth, J. T., Money and Banking (1914), pages 121-126; 
188-213. Westerfield, R. B., Banking Frinciples and Practice 
(1921), , (see Table of Contents). Fiske, A. K., The Modern Bank 
(1904), (see Table of Contents). Clay, .H., Economics for the 
General Reader, American Edition .(1918), pages 169-1S0. Seager, 
Introduction to Economics (1905), pages 323-336. 


CHAPTER XXV 


BANKING OPERATIONS AND ACCOUNTS. 
BANK NOTES 


The bank statement. — The business of banking will 
be made clearer by a study of the property accounts of 
banks. What is said about property accounts or balance 
sheets in Chapter V holds true of bank statements, but 
some details in bank statements need special study. 

Definition of a bank. — First, let us agree upon a 
definition of a bank, based upon the preceding chapter. 
A hank is an estaUishment {usually a corporation) engaged 
in the business of deposit, discount, and exchange of money 
and credit. It may perform certain other functions also. 
Starting a bank. — A banking corporation is organized 
about as any corporation as described in Chapter XIII. 
The first statement or balance sheet of a bank might 
read as follows: 


Statement of the Tradesman’s Bank, October i, 1922 

Liabilities 

Cash $100,000 Capital stock $100,000 

The bank buys land and a building, office furniture, 
etc., for $20,000, which makes its statement read: 

Statement of the Tradesman’s Bank, October 5, 1922 

Liabilities 

Real estate $18,000 Capital stock $100,000 

Furniture, etc. . . . ..... .^. 2,000 

Cash ................ . 80,000 


$100,000 


$100,000 
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Deposit of money. — Next day two customers, 
Mr. Jones and Mr. Brown, come in and deposit $5,000 
in money, Mr. Jones $1,000 and Mr. Brown $4,000. 
This of course adds $5,000 to the bank’s cash. It also 
makes deposits of $5,000. Deposits are a liability of the 
bank, because they are rights of others against the bank. 
Deposits are, of course, assets of the depositors. The 
statement will now read: 

Stateivient of the Tradesman’s Bank, October 6, 1922 
Assess Liabilities 

Real estate $ 18,000 Capital stock $100,000 

Furniture, etc 2,000 Deposits 5 >000 

Cash 85,000 

$105,000 $105,000 


Cashing a check. — Next day Mr. Jones draws a 
check for $350 to buy furniture for his dining room, and 
the furniture dealer comes to the bank and cashes the 
check. This will take away $350 of the bank’s cash, and 
will reduce Mr. Jones’s deposit account by the same 
amount. The statement will then read: 

Statement of the Tradesman’s Bank, October 7, 1922 
Assets Liabilities 

Real estate $ 18,000 Capital stock $100,000 

Furniture, etc 2,000 Deposits . . 4,650 

Cash 84,650 

$104,650 $104,650 


Making a loan. — Now suppose Mr. Brown, who has 
a dry-goods store, comes in to arrange for a loan. He 
gives the bank his note for $25,000 payable in 3 months. 
The bank is charging 6% interest, and the interest on 
this note is therefore $375. The bank gives Mr. Brown 
credit for the proceeds^ $24,625, as a deposit. How will 
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this transaction affect the bank’s statement? In the 
first place the bank has acquired a new piece of property, 
Mr. Brown’s note. This must be put down among the 
assets; the term generally used for such assets is “loans 
and discounts.” Then the bank must add to its deposits 
the $24,62 s which it gave Mr. Brown in exchange for his 
note. But now the statement will not balance. What 
is lacking? The discount. This is the profit of the bank, 
due to the fact that the transaction increased its assets 
more than it increased the liabilities. Profits, as we have 
learned (page 10 1), are entered on the liability side of the 
property account. The entry “Undivided profits, $375” 
on the liability side, makes the statement balance: 

STATEmNT or THE TiL4DESMAN’S BANK, OCTOBER 8, 1922 

Liabilities 

Loans and discounts. .. .$ 25,000 Capital stock $100,000 

Real estate 18,000 Undivided profits 375 

Furniture, etc 2,000 Deposits 29,275 

Cash 84,650 

$129,650 $129,650 


Transfer by check, — Now suppose that Mr. Jones 
pays his bill at the dry-goods store of Mr. Brown- by 
means of a check for $37.25, and that Mr. Brown deposits 
the check in the bank. How will this affect the bank’s 
statement? Not at all. The bank simply deducts 
$37.25 from Jones’s account and adds $37.25 to Brown’s 
account. It is merely a transfer of $37.25 from one 
account to the other, and the total amount of the bank’s 
deposits is not changed. 

A typical statement. — -Suppose during the next three 
months the bank does a flourishing business, making a 
large number of loans, so that its loans and discounts 
go up to $375,000, its deposits to $375,275, and that the 


BANKING OPERATIONS AND ACCOUNTS 


251 


discount on these loans amounted to $4,000, of which 
it transferred $3,000 to '^surplus.” Let us assume the 
other items unchanged, except that from now on the 
cash item will be called the ''reserve,'^ which is the term 
generally used by bankers. The statement will then read: 

Statement of the Tradesman's Bank, January 7, 1923 

Liabilities 

Loans and discounts. . . .$375,000 Capital stock $100,000 

Real estate 18,000 Surplus 3,000 

Furniture, etc 2,000 Undivided profits 1,375 

Reserve 84,650 Deposits 375,275 

$479,650 $479,650 


Paying a loan. — On the next day Mr. Brown’s $23,000 
note is due, and he comes in and pays it by handing in 
$10,000 in cash and a check for $15,000 on his deposit 
account in the bank (in reality he would ordinarily 
deposit the $10,000 and give the bank a check for the 
whole $25,000). The bank gives him back his note. This 
transaction reduces the bank’s loans and discounts by 
$25,000, increases its cash by $10,000, and reduces its 
deposits by $15,000. Therefore the statement will read: 


Statement of the Tradesman's Bank, January 8, 1923 


Assets 


Liabilities 


Loans and discounts. . 

. .$350,000 

Capital stock 

.$100,000 

Real estate 

. . 18,000 

Surplus 

3,000 

Furniture, etc 

2,000 

Undivided profits . . . . . 

• 1,375 

Reserve 

• ■ 94,650 
$464,650 

Deposits 

■ 360,27s 

$464,650 


Buying securities. — Banks generally invest some of 
their resources in stocks and bonds of corporations and 
other securities. Suppose this bank buys stocks and 
bonds for $25,000. This will make the statement read: 
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Statement of the Tradesman’s Bank, January q, 


Assets Liabililies 

Loans and discounts. . . .$350,000 Capital stock 

Stocks and bonds 25,000 Surplus 

Real estate 18,000 Undivided prolits . . . , 

Furniture, etc 2,000 Deposits 

Reserve 69,650 

$464,650 


1923 


$ 100,000 

3,000 

1,375 

360,275 


$464,650 


Note issue. Similarity of notes and deposits. — There 
is still one important function of banks to be studied; i.e., 
note issue. A bank note is a hank’s promise to pay money 
on demand. Not all banks issue notes. Those that do, 
give them out generally in return for commercial paper 
■when they make loans. The bank notes thus serve the 
same purpose as deposits. They are a liability of the bank, 
just as deposits are. People who hold bank notes have 
the same kind of property right as those who have 
deposits; i.e., the right to receive money from the bank 
on demand. A customer of the Tradesman’s Bank 
comes in and discounts a note for $15,000, the discount 
being $150 and the proceeds $14,850, and if he takes the 
proceeds in notes, the effect on the bank’s statement will 
be the same as if he had taken a deposit, except that the 
$14,850 is entered as notes instead of added to deposits. 
The statement would be: 


Statement of the Tradesman’s Bank, January 10, 1923 

Liabilities 


Assets 

Loans and discounts. . . ,$365,000 

Stocks and bonds 25 ,000 

Real estate 18,000 

Furniture, etc 2,000 

Reserve 69,650 

$479,650 


Capital stock ■ . .$100,000 

Surplus 3,000 

Undivided profits. ..... 1,525 

Notes 14,850 

Deposits. 360,275 

$470,650 
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Differences between notes and deposits. — This shows 
the similarity between notes and deposits. There are, 
however, some important differences. Bank deposits can 
be transferred only by means of checks. A person cannot 
safely receive a check unless he is acquainted with the 
person who gives it to him and knows that he is honest. 
He must know that the signature and indorsements are 
genuine and that the maker has a deposit in the bank. 
Otherwise the check is not good. People who are not in 
the habit of doing business with banks are unwilling 
to receive checks and do not know what to do with 
them. Checks are therefore not convenient for making 
payments to strangers or for paying wages to laborers. 
Checks, in other words, are not money, because they are 
not generally accepted.’’ They are safer and more 
convenient than money for certain kinds of payments, as 
we have learned, but for other payments they will not do. 

Bank notes, on the other hand, are money. Whoever 
receives one has the promise of a bank, which he is con- 
fident will be good. Bank notes are ‘^generally accepted.” 
They can be used for all kinds of payments. They pass 
about from hand to hand, often for months or years 
before being presented to the bank for payment. They 
travel far away from the bank of issue. If you look 
through a pocket full of paper money, you are likely to 
find notes of banks in far-away cities as well as those 
near at hand. Bank notes are engraved in round num- 
bers of dollars, convenient for making payments of any 
amount. The check is made out for a particular pay- 
ment, in some odd amount of dollars and cents, and it 
is generally used only for one transaction, after which 
it goes to the bank and is canceled. 

Legal regulations of note issue. — An important 
difference between bank notes and deposits is the amount 
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of regulation by the government. Banks have generally 
.been allowed to handle their deposits with very little 
interference by the government. The issue of notes is 
almost everywhere strictly regulated by law. The laws 
fix the amount of notes which the banks may issue, they 
require a certain amount of cash reserve, they prescribe 
the form and denomination of notes, etc. In most 
countries only certain kinds of banks are allowed to issue 
notes at all. Often the issue of notes for a whole nation 
is in the hands of one great central government bank, 
as in England and France. In the United States, only 
the national banks and the federal reserve banks are 
allowed to issue notes. This subject is covered in the fol- 
lowing chapters on the banking and monetary system of 
the United States. It should be noticed that the issue of 
notes is not necessary to enable a bank to perform all 
the ordinary banking functions. Deposits are sufi&cient. 

The reserve ratio. — A bank makes its profit by 
making loans. It is interested in having a large amount 
of loans and discounts. When it makes loans it generally 
gives deposits or notes. A large amount of loans and 
discounts on the asset side of its statement means there- 
fore a large amount of notes and deposits on the liability 
side. These items rise and fall together. But the baiik 
must always be ready to pay its deposits and notes on 
demand. They must be paid in cash, for which purpose 
the bank keeps its reserve. Inability to pay cash on 
demand means that the bank has failed, a very serious 
thing in banking. Experience teaches the banker about 
what is a safe ratio between his reserve and Ms demand 
liabilities, notes and deposits. If the deposits and notes 
become very large, the reserve may be too small for 
safety. The banker’s desire for profits is therefore 
checked by the necessity of keeping a safe ratio between 
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reserve and demand liabilities. Some bankers are 
reckless and “^^progressive” and expand their notes and 
deposits till their reserve ratio is very low. Others are 
cautious and "^^conservative”; they always keep a large 
and safe reserve ratio. 

Control of the reserve ratio. — There are three -ways 
of controlling the ratio between reserve and deposits and 
notes: (i) by buying and selling securities, (2) by redis- 
counting loans, and (3) by changing the rate of discount. 

Buying and selling securities. — The first is quite 
simple. Suppose a bank statement on a certain date is: 


Assets 


Liabilities 


Loans and discounts. . . . 

$450,000 

Capital stock 

.$100,000 

Stocks and bonds 

100,000 

Surplus 

. 15,000 

Real estate, furniture, 

Undivided profits 

. 10,000 

etc 

50,000 

Notes 

. 35,000 

Reserve 

75,000 

$675,000 

Deposits 

. 515P00 
$675,000 


The ratio of reserve to notes and deposits, ? is 

^ 550,000 

a little less than 14%. The banker can increase his 
reserve, and so increase the ratio, by selling some stocks 
and bonds. If he sells, say, $50,000 w^orth, his reserve 
will go up to $125,000, which will make the ratio 

or about 23%. This will put the bank in a 

550,000 

safer position to meet the demands of its noteholders 
and depositors. On the other hand, if the banker thinks 
his reserve ratio is larger than necessary, he can buy 
some stocks or bonds. Say he buys $25,000 worth. 
This will reduce his reserve to $50,000. The ratio will be 

' or slightly over 9%. The bank's income will be 
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increased, since $25,000 of cash, formerly lying idle m 
the bank is now invested in securities paying interest 
and dividends. But the bank is not in so safe a position 

"'^Sscounting.- Instead of selling stocks and bonds 
to strengthen its reserve, a bank may sell some of its 
loans. By offering them at something less than their 
face value (depending on the time that must elapse before 
they are due and also upon the prevailing rate of inte e. ) 
the bank will generally be able to find P^-^ias^,^ either 
other banks or brokers. This process is called redis- 
counting” and will be more fully explained in the study 
of the federal reserve system in the next chapter. 

Control by means of the rate of discount. A far 
more important regulator of the reserve ratio is the 
bank’s rate of discount. Let us see how this works. The 
statement just given showed a bank with loans and 
discounts amounting to $450,000. That was the amount 
that the bank had on hand at the particular time when 
the statement was made. However, this amount is 
always changing. Every day the bank makes new loans. 
And every day some loans, made one or two or three 
months ago, are falling due and being paid, the notes 
being returned to the borrowers. Thus the amount of 
loans and discounts is always going up or down according 
as the amount of new loans made is greater or less than 
the amount of the old loans paid off. If loans are made 
and paid off at about the same rate, the amount of loans 
on hand remains about the same, although the partic- 
ular notes held are changing all the time. If, however, 
the banker could do anything to speed up or slow down 
his rate of making new loans, he could increase or decrease 
his loans .and discounts. This is just what the bankei 
does by making changes in his rate of discount. 
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Suppose our banker decides that his reserve ratio 
(14%) is too small. He has been charging 6% discount 
on his loans, and at that rate his new loans have been 
keeping about equal to the old loans paid off. Now he 
decides to raise his discount rate to 8%. What is the 
result? He is charging a higher price for the service of 
making loans, and therefore, by the law of demand, 
fewer people will want them now that the discount rate 
has gone up. Old loans will continue to be paid off as 
usual, and so the amount of loans and discounts will 
decrease. But what happens when customers pay off 
their loans? They must pay either in cash (or in checks 
or notes on other banks, which are as good as cash) or in 
notes or in checks on their deposit accounts, and since 
loans are being paid off faster than new ones are being 
made, the result is that the bank’s cash^ increases and 
its notes and deposits decrease. To see the final result, 
let us suppose that the banker has in a week’s time 
reduced his loans and discounts by $75,000, increased 
his cash by $15,000, reduced his deposits by $50,000, and 
reduced his notes by $10,000. It is clear that (other 
things being equal) the increase in cash plus the decreases 
in notes and deposits must be equal to the decrease in 
loans and discounts. The statement will now read: 

Assets Liabilities 

Loans and discounts. . . .$375,000 Capital stock 

Stocks and bonds 100,000 Surplus 

Real estate, furniture, Undivided profits .... 

etc.. 50,000 Notes 

Reserve 90,000 Deposits 

$615,000 


This means a considerable increase in the reserve ratio, 

which is now ^ or 18%, instead of 14% as it was 

' 490,000 _ , 

F. Es. Econ. — 17 


$100,000 

15.000 

10.000 

25.000 

$615,000 
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before* The bank's position has been considerably 
strengthened. 

On the other hand, if the banker should lower his 
discount rate to 5%, he would increase his loans and 
discounts, which would increase his notes and deposits 
and probably reduce his cash, with the result that the 
reserve ratio would go down below 14%. The bank 
would be doing a bigger business and probably making 
more profits, but its condition would be less safe. The 
rate of discount is thus a sort of control lever by which 
the banker regulates his business, steering a middle course 
between his desire for large profits and his fear of being 
caught unable to pay the demands of his depositors and 
noteholders. 

Elasticity of currency. — One of the chief functions of 
the banks is to give elasticity to the country's currency 
system. Currency is a word which includes money and 
all other things that serve as a medium of exchange. 
The most important thing included besides money is 
bank deposits. We have seen that in the United States 
at least four fifths of the payments are made by means 
of bank deposits, transferred by check. What is meant 
by elasticity of the currency, and why is it necessary? 

Any one who lives in a farming section knows that 
business is lively and money plentiful during the harvest 
season. Large sums of money are being paid to farm 
laborers and the stores are selling more than usual. Such 
a community needs a good deal more money in circu- 
lation at the harvest season than at other times of the 
year.^ In a manufacturing town there is an extra need 
for money on Saturdays, when the pay envelopes are 
handed out. Most salaries, on the other hand, are paid 
on the first of each month, and many people settle their 
accounts at the stores near the beginning of the month. 
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So the need for currency is especially great during the 
first few days of each month. Again, corporations gen- 
erally make their dividend and interest payments 
quarterly, the usual dates being the first of January, 
April, July, and October. This makes a special need for 
currency on these dates. In short, a country’s currency 
requirements are not steady and uniform; the amount 
of currency needed is changing all the time. To meet 
this varying need, the currency system ought to be elas- 
tic; that is, the amount of currency should vary to 
correspond with the varying needs. If the currency is 
not elastic, serious difficulties come, especially at the 
times of extra money need. 

Elasticity furnished by bank notes and deposits. — 
Most countries depend on the banks to give elasticity 
to the currency. Both deposits and bank notes are very 
elastic. We have seen that they ordinarily arise out of 
the demands of business men for loans. When business 
is active, the demand for loans is especially great, and 
the banks increase their deposits and their notes. The 
extra payments are thus made by checks and notes. 
When the need for money is less, loans are paid off, 
^^i^osits decline, notes are returned to the banks, and 
f ewerjdi@efes’''Si^^ So the quantity of bank notes 

and deposits is elastic; it expands and contracts with 
business needs. 

Trust companies. — The banking business which we 
have studied so far is that of the ^^^mmercial banks/’ 
This is the ordinary kind of bank with which we are most 
familiar, such as the national and state banks in the 
United States. But there are various other kinds of 
banks, and also trust companies. Trust companies are 
corporations very similar to the banks. They generally 
perform all the functions of the commercial banks and 
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in addition do an important business in taking care of 
their customers' investments, handling trust funds, and 
administering estates. 

Savings banks. — Of the other kinds of banks, we 
shall study just one, the savings banks. Savings banks 
are institutions which receive deposits {usually in small 
amounts) and make investments for their depositors. People 
may deposit money or checks in a savings bank just as 
in a commercial bank. But the deposits cannot be 
withdrawn or transferred by means of checks. The 
method is more complicated; it requires a special order 
and the presentation of the depositor's pass book. Also 
the depositor does not have the right to withdraw his 
deposits on demand. The savings bank may require 
him to give notice of 30 or 60 or more days before 
he withdraws any of his money, though it commonly does 
not insist on this requirement. Savings bank deposits 
are therefore not used by business men and others for 
making payments, as are deposits in the commercial 
banks. People deposit in the savings banks money which 
they have saved and want to have kept and invested for 
them. The savings banks invest the money where it 
will yield an income in interest and dividends. This 
enables them to pay interest to the depositors. Savings 
bank deposits normally pay interest, whereas interest 
is seldom paid on ordinary deposits in the commercial 
banks. The customers of the savings banks are gener- 
ally the poorer people, women and children, and men 
not engaged in business. For these people, the savings 
banks perform a most useful service in protecting their 
savings and making them earn a small but fairly certain 
income. Wealthy people and active business men know 
how to make their own investments in more profitable 
ways. They seldom use the savings banks. 
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EXERCISES 

1. Draw up the statement of the First National Bank, using the 
following items: Stocks and bonds, $20,000; Real estate, $40,000; 
Furniture, $20,000; Capital stock, $50,000; Reserve, $30,150; 
Surplus, $35,000; Loans and discounts, $108,500; Undivided 
profits, $16,250; Deposits, $117,400. 

(a) Suppose a client discounts a $10,000 note for three months 
at 6% interest, taking payment in the form of bank notes. What 
changes would this transaction cause in the statement? 

(b) Suppose, instead, that checks drawn upon this bank totaling 
$10,000 are cashed by the bank, payment being made in bank 
notes. How would the original statement be changed? 

(c) If these checks were paid in gold instead, how would the 
original statement be changed? 

(d) What is the reserve ratio shown by the original statement? 
What would be the reserve ratio after the transaction given in (c)? 

2. At what seasons in your own neighborhood does the need for 
currency increase? Why? 

3. What can the banks do to meet the increased demand for 
currency at certain seasons? 

4. How does a savings bank differ from a commercial bank? 

5. Using the statement given in Question i, show what the bank 
may do to increase its reserve ratio. Explain the effects of each 
method upon the statement. 

References for further study. — Dunbar, C. F., Chapters 
on the Theory and History of Banking, Second Edition, (1900). 
Holdsworth, J. T., Money and Banking (1914)? pages 98-120; 
143-150; 164-187; 246-277; 286-329. White, H., Money and 
Banking, Fifth Edition (1914), pages 205-215. Westerfield, R. B., 
Banking Principles and Practice, (1921), (see Table of Contents). 
Fiske, A. K., The Modern Bank (1904). Clay, FL, Economics for 
the General Reader, American Edition (1918), pages 180-194. 
Seager, H. R., Introduction to Economics (1905), pages 33^“‘33S* 
Carver, T. N., Principles of Natiofial Economy (1921), pages 394-415. 


CHAPTER XXVI 


THE UNITED STATES BANKING SYSTEM 

Purpose of the next two chapters. — Every nation of 
the world has its own peculiar system of money and 
banking. They are all about alike as regards the general 
principles which have been studied in the four preceding 
chapters, but there is great variety in practical details. 
This chapter and the following are devoted to a study of 
the monetary and banking system of the United States, 
with two purposes in view. The first is to illustrate and 
make clearer the general principles already studied. The 
second is to include the important practical facts which 
every citizen ought to know about his own country’s 
monetary and banking system. 

Kinds of commercial banks. — In the United States, 
commercial banking is carried on by private banks, state 
banks, trust companies, and national banks, with the 
federal reserve system at the head. The state banks and 
trust companies are corporations receiving their charters 
from the state governments and regulated by the laws of 
the states. The national banks and the federal reserve 
banks are chartered and regulated by the United States 
government. 

Legal restriction of banking business. — All these 
banks carry on the ordinary banking operations of dis- 
count and deposit. This part of the business of banking 
has been left comparatively free from legal interference, 
and it operates in the United States practically as de- 
scribed in the two preceding chapters. On the other hand^ 


THE UNITED STATES BANKING SYSTEM 263 

the issue of bank notes has been very much restricted by 
law. It is here that we find the greatest variety among 
the banking systems of the different nations. This chap- 
ter will therefore give more attention to note issue than 
to the other banking functions. 

National bank notes. — In the United States the na- 
tional banks are the only banks (except the federal re- 
serve banks) that are permitted to issue notes. Their 
notes are secured by United States bonds. Each bank, 
before issuing notes, must purchase such bonds and de- 
posit them in the United States Treasury. It may then 
issue its notes up to the par value of the bonds, but 
never in excess of its capital stock. The United States 
government is required by law to pay any national bank 
note on demand, and in case of failure of a national 
bank, all its notes are paid by the government. As 
security the government holds the bonds deposited by 
the bank. The individual never has to worry about the 
goodness of a bank note, since he can always call upon 
the government to pay it. 

National bank notes inelastic. — This kind of bank 
note, secured by deposit of bonds, is peculiar to the 
United States national banking system. Hardly any 
other country requires such security. It largely destroys 
the similarity between notes and deposits which we have 
learned is the rule. In particular it destroys the elasticity 
of our note issue. Since government bonds have to be 
bought and deposited before notes can be issued, the 
banks cannot quickly expand their note issue when there 
is special need of currency. And since they are secured 
by bonds Avhich bear a low rate of interest and cannot 
be sold profitably on short notice, the banks try to keep 
all their notes in circulation all the time and so do not 
contract their note issues at times when the community’s 



BOUMOARIES OF FEDERAL RESERVE DISTRICTS 
BOUNDARIES OF FEDERAL RESERVE BRANCH TERRITORIES 
FEDERM. RESERVE BANK CITIES 
FEDERAL RESERVE BRANCH CITIES 
FEDEfW. RESERVE BANK AGENCY 






THE UtoED STATES BANKING SYSTEM 265 

need of currency is small. Moreover, the amount of 
notes issued by the national banks always depends more 
upon the prices at which government bonds can be 
bought and sold than upon the country’s need of cur- 
rency. In our system, elasticity has been sacrificed for 
the sake of safety. 

The national banking system was established at the 
time of the Civil War, and from then down to the year 
1913 the United States suffered severely from the lack 
of an elastic system of note issue. Our bank deposits 
have been elastic and have performed their part in meet- 
ing the varying demands for currency. But as we have 
seen (page 253), for certain kinds of payments, especially 
for wages, bank deposits (i.e. checks) will not do. For 
such payments a country needs an elastic note system. 
The United States has not had it. Among other unfor- 
tunate results, financial panics have been more frequent 
and more severe in the United States than anywhere else 
in the world. This condition has been changed by the 
establishment of the federal reserve system. 

The federal reserve system. — The federal reserve 
system is a centralized banking system for the whole 
nation, with a considerable degree of government con- 
trol. The country is divided into twelve districts, with 
a federal reserve bank located in a certain city in each 
district. These central reserve cities are Boston, New 
Y^ork, Philadelphia, Cleveland, Richmond, Atlanta, Chi- 
cago, St. Louis, Minneapolis, Kansas City, Dallas, and 
San Francisco. There are also branches located in other 
cities (23 in 1923). The accompanying map shows the 
boundaries of the districts and the location of the central 
reserve cities and the branch cities. 

Each federal reserve bank is a corporation, and its 
capital stock is owned by the ^^member banks’’ in its 
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district. All national banks are required to be members. 
State banks and trust companies may be members if 
they choose. At first the state banks and trust com- 
panies were slow to enter the system. Later they came 
in more rapidly. On June 30, 1922, there were 8,271 
national bank members, and 1,657 state bank and trust 
company members, a total membership of 9,928. About 
one tenth of all the state institutions in the country were 
members. The twelve federal reserve banks are under 
the Control of the Federal Reserve Board, which has its 
office at Washington. This gives us a unified central 
banking system for the whole country. 

What the federal reserve banks do. — The federal 
reserve banks do business almost entirely with their 
member banks, rather than with the public. They have 
many important functions. The three most important 
are (i) note issue, (2) centralizing the banks’ reserves, 
and (3) rediscount. 

Notes of the federal reserve banks. — The federal re- 
serve banks issue “federal reserve notes,” which do not 
have to be secured by deposit of government bonds, and 
which therefore have the elasticity which our national 
bank notes lack. They are secured, in part, by commer- 
cial paper (promissory notes and acceptances), discounted 
by the federal reserve banks (as we shall see on pages 
268-270). These notes are the promissory notes of the 
United States government, though issued and managed 
by the federal reserve banks. It is the plan to have the 
national banks eventually give up the issue of notes, and 
the law provides that the national banks may gradually 
sell their United States bonds to the federal reserve 
banks and retire their notes. When a federal reserve 
bank has bought such bonds, it may itself issue notes 
secured by them. This new kind of note is called the 
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''federal reserve bank note/’ If the national bank notes 
and the federal reserve bank notes are eventually done 
away with, we shall then have just one kind of bank 
note, the federal reserve note. 

Centralized reserves. — The law now requires every 
member bank to keep with the federal reserve bank of 
its district a deposit equal to a certain percentage of its 
own deposits, which is called its "lawful reserve.” This 
is a different use of the word resem from the ordinary 
one, meaning cash on hand. The banks must of course 
continue to keep on hand a cash reserve sufhcient to meet 
their obligations. But the "lawful reserve” deposited 
with the federal reserve bank can be quickly turned into 
cash. The bankers regard it, therefore, as almost the 
same as cash, and they do not have to keep so much cash 
on hand as formerly. As a result the federal reserve 
banks are the great cash reservoirs for the whole country. 
The separate banks ordinarily need very little cash. If 
any bank suddenly needs more cash, it can draw upon 
the great fund in the central reservoir. In this way all 
the member banks are practically certain of being able 
to get cash when they need it, much more certain than 
if each bank had to depend entirely on its own cash 
reserve. For an illustration, imagine that each house in 
a village kept a tank of water for use in case of lire. 
The chances are that in a bad fire the water in the tank 
of that particular house would not be enough to do much 
good. But if all the houses should combine their water 
supplies in one big reservoir, with pipes running to each 
house, then in case of fire the burning house could use 
the whole reservoir of water if necessary. 

Rediscount. — When a banker finds his cash reserve 
getting dangerously small in proportion to his deposits, 
he may, as we have seen, increase his rate of discount 
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in order to reduce the loans and deposits and to increase 
the reserve. The federal reserve system provides some- 
thing else that he can do. He can take some of the 
proniissory notes and acceptances that he holds among 
his loans and discounts and sell them to the federal 
reserve bank of his district. The federal reserve bank 
will give in exchange either a deposit credit or some of 
its federal reserve notes. The notes will increase the 
banker’s cash reserves, whereas deposits in the federal 
reserve bank may be quickly drawn upon in the form of 
notes or other lawful money. 

Increases the bank’s reserve ratio. — This transaction 
has therefore resulted in strengthening the banker’s posi- 
tion. Suppose our banker’s statement reads as follows: 

Assets ' Liabilities 


Loans and discounts. . .$500,000 Capital stock $100,000 

Real estate and furniture 50,000 Surplus 50,000 

Stocks and bonds 100,000 Undivided profits 20,000 

Reserve deposited with Deposits 580,000 

Fed. Res. Bank 50,000 

Cash reserve 50,000 

$750,000 $750,000 


His cash reserve is about 8|% of his deposits, and his 
cash reserve and reserve on deposit in the federal re- 
serve bank together are about 17% of his deposits. If 
he wishes a stronger reserve, he may take promissory 
notes amounting, for example, to $50,000 from his loans 
and discounts and sell them to the federal reserve bank. 
This is called rediscount j and the process is exactly the 
same as that by which the bank originally obtained the 
notes from its customers. Rediscount means discounting 
again a note or acceptance that has already been discotmted 
at least once. The bank indorses the notes. The federal 
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reserve bank figures the interest for the time that still 
has to elapse before each becomes due, subtracts the 
interest from the face of the notes, and gives the proceeds 
to the banker. The federal reserve bank has its own 
rate of discount, for rediscounting notes, just as each 
bank does. Suppose the interest amounts to I500, and 
that the proceeds ($49,500) are taken, $20,000 in federal 
reserve notes and the balance in deposits. The bank’s 
statement will then read: 


Assets 

Loans and discount 
Real estate and furniture 
Stocks and bonds,, 
Reserve deposited with 


Liabilities 


.$450,000 

Capital 

. . .$100,000 

e 50,000 

Surplus 

. . . 50,000 

. 100,000 

Undivided profits . . . 

... 19,500 

b 

. 79,500 

. 70,000 

Deposits 

. . . 580,000 

$749,500 


$749,500 


Notice that the loans and discounts have decreased, 
reserve on deposit and cash reserve have increased, and 
that undivided profits have lost $500 on account of the 
discount charged by the federal reserve bank. The cash 
reserve is now a little over 12%, and the cash reserve 
and reserve on deposit with the reserve bank are together 
over 25% of the bank’s deposits. 

Central control of discount rates. — By means of re- 
discount, member banks all over the country are con- 
stantly turning over to the federal reserve banks millions 
of dollars of promissory notes and acceptances discounted 
for their customers. The banks generally charge some- 
what higher interest rates than the federal reserve banks 
charge for rediscounting; there is thus a profit to the 
banks even when they have to rediscount. The federal 
reserve banks, under the control of the Federal Reserve 
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Board at Washington, determine their discount rates 
from time to time. When the federal reserve rate goes 
up, member banks find it less profitable to rediscount; 
they therefore raise the discount rates which they charge 
their own customers. On the other hand a fall in the 
federal reserve rate makes rediscounting more profitable, 
and bankers try to increase their business by lowering 
their own discount rates. In this way the federal reserve 
banks control the commercial borrowing of the whole 
country, just as each bank does among its own custom- 
ers, and we have all the banks of the country bound 
together in a single system. 

Savings banks. — Besides the commercial banks and 
trust companies, there are in the United States many 
savings banks. Most of these banks are situated in the 
cities of the northeastern part of the country. There are 
few savings banks in the west and south. However, 
many of the commercial banks, both national and state, 
have their savings departments,’^ in which they do a 
regular savings-bank business. There are also the Postal 
Savings Banks, operated by the United States govern- 
ment through the post ofiices. Every citizen, therefore, 
has easy opportunity to place his savings where they will 
be kept in safety and yield him a sure income. 

EXERCISES 

1. Why are the notes of the national banks inelastic? 

2. What is the difference between the federal reserve note and 
the federal reserve bank note? 

3. What is the meaning of the term “lawful reserve’’ ? Why is . 
it a benefit to the country to have the lawful reserves of the banks 
held by the federal reserve banks? 

4. Who are the owners of the federal reserve banks? Were ail 
these owners allowed to choose whether to become owners or not? 

5. It is necessary at times to restrict the amount of discounting 
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done by the banks. Show how the federal reserve banks can do this 
by raising their rediscounting rates. 

6. For what two reasons may a banker in your city desire to 
rediscount commercial paper with the federal reserve bank? 

7. Suppose the First National Bank of the town X has the 
following statement on July i, 1928: 


Assets 

Loans and discounts $560,000 

Real estate and fur ni ture 8 5 ,000 

Stocks and bonds 7 5, 000 

Reserve deposited with 
Fed. Res. Bank. ..... 60,000 

Cash reserve 45,000 

$825,000 


Liabilities 

Capital $150,000 

Surplus 80,000 

Undivided profits 12,000 

Deposits 513,000 

Bank notes 70,000 


$825,000 


{a) If the bank rediscounts $10,000 worth of commercial paper 
for three months at 5 % with the federal reserve bank, and adds the 
proceeds to its deposit at the federal reserve bank, what changes will 
be made in the statement? 

ijb) If instead, the bank receives the proceeds of the rediscount 
in federal reserve notes, what changes w^ould be made in the original 
statement? 


References for further study. — Westerfield, R. B., Banking 
Principles and Practice (1921), Vol. II. Holdsworth, J. T., Money and 
Banking (1914), pages 127-142; 151-163; 330-402. White, H., 
Money and Banking, Fifth Edition (1914), pages 332-368; 401-452. 
Dewey, D. R., Financial History of the United States, Sixth Edition 
(1918), (see Table of Contents). Kemmerer, E. W., The A. B. C. 
of the Federal Reserve System (1918). Ely, R. T., Outlines of Eco- 
nomics, Third Revised Edition (1916), pages 282-316. Seager, 
H. R-^ Introduction to Econmnics (1905), pages 338-344. Taussig. 
F. W., Principles of Economics, Third Revised Edition (1921), 
Vol I, pages 37 i-'387. 


CHAPTER XXVII 


the monetary system of the united states 

The eleven kinds of money. — Eleven kinds of money 
are in use in the United States: four are com, two are 
representative money, and five are credit money. Ihe 
following table contains a list of these eleven km s 
money and shows the amount of each in round numbers, 


on January i, 1923; 

Monetary Stock of the United States, January i, 1923 


1. Gold coin and bullion 

2. Silver dollars 

3. Subsidiary silver 

4. Minor coins (estimated) 

Total coin and bullion 

5. Gold certificates 

6. Silver certificates 

Total certificates 

7. United States notes 

8. Treasury notes of 1890 

9. National bank notes 

10. Federal reserve bank notes 

11. Federal reserve notes 

Total notes 

Total monetary stock 


$3,933,000,000 

442.000. 000 

269.000. 000 

102.000. 000 

$4,746,000,000 

708.000. 000'^ 

34 4 . 000 . 000 "^ 

1.052.000. 000 

347.000. 000 

1,000,000* 

762.000. 000 

44,000,000 

2,8 i7,ooo,oqq 

3.9 71.000. 000 
$8,716,000,000 


Certain details of this table which may not be dear at 
first win be explained in the fohowing description of the 
several kinds of money. 

* Not included in the total monetary stock, for reasons explained 
on pages 2S0-281. 
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(i) Gold coin and bullion. — The United States has 
a system of gold monometallism. Our standard money 
is gold coin. The unit is the gold dollar, which con- 
tains 25.8 grains of standard gold. Standard gold is 
a mixture of nine tenths pure gold and one tenth an alloy 
of silver and copper. The gold dollar therefore contains 
23.22 grains of pure gold. We do not have a one-dollar 
gold coin, as it would be too small. The smallest gold 
coin is the ''quarter eagle” ($2.50). There is also the 
"half eagle” ($5), the "eagle” ($10), and the "double 
eagle” ($20). The weight of each of these coins can be 
calculated easily from the weight of the dollar. All gold 
coins are unlimited legal tender. 

Gold bullion. • — " Gold bullion” is uncoined gold. The 
United States Treasury keeps on hand considerable 
quantities of gold bullion. It is all ready to be coined 
when needed, and the bullion itself serves as money for 
some purposes just as well as coin, or even better. 
It is good for reserves and for shipping from place to 
place, since there is less loss from abrasion than w^hen 
coins are handled. Gold bullion held by the Treasury 
and the federal reserve banks is counted with gold coin 
in the enumeration of the money system. 

Location of gold coin and bullion. — Referring to the 
table, notice that on January i, 1923, there were in the 
monetary system of the United States $3,933,000,000 
(in round numbers) of gold coin and bullion. Of this 
huge sum, the United States Treasury held $3,284,000,- 
000. The federal reserve banks and federal reserve 
agents held $220,000,000. The rest, $429,000,000, was in 
circulation^ by which we mean in people’s pockets, in 
safes and cash drawers of stores and of&ces, in the banks, 
and, in brief, everywhere except in the Treasury and in 
"*he possession of federal reserve banks and agents. 

F. Es. Econ.— iS 
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(2) Silver dollars. — The United States, as stated in 
Chapter XXIII, had bimetallism from 1792 to 1873. 
The present weight and composition of the silver dollar 
were fixed by law in 1S37. The silver dollar contains 
412.5 grains of standard silver, consisting of nine tenths 
pure silver and one tenth an alloy of copper. 

Coinage of silver dollars. — When our monetary sys- 
tem was first established, in 1792, the coinage ratio was 
15 to I, and there was coinage of silver dollars but no 
coinage of gold. In 1834 the ratio was changed to prac- 
tically 16 to I, after which there was gold coinage but 
hardly any coinage of silver dollars. In 1873 the free 
coinage of silver dollars was abolished. Up to this time 
about $8,000,000 had been coined. During the “free 
silver” agitation which raged from about 1875 to the end 
of the nineteenth century. Congress passed two laws, 
the Bland- Allison act of 1878 and the Sherman act of 
1890, which required the United States to purchase large 
amounts of silver bullion and which have led to the 
coinage of about 400,000,000 silver dollars. This ex- 
plains why we have our present large stock of silver dol- 
lars, although we have not had any actual free coinage 
of silver since 1834. The last coinage of silver dollars 
was in 1905. 

Value of silver in the dollar. — In 1873, when the free 
coinage of silver was stopped, there was a little more than 
a dollar^s worth of silver in a silver dollar. The next 
year the price of silver began to fall. By the close of the 
nineteenth century there was less than fifty cents’ w’-orth 
of silver in the dollar. Since then the price of silver has 
risen, and for a short time, during the World War, the 
metal in the silver dollar was again worth more than a 
dollar. It was then profitable to melt down silver dollars 
and sell the bullion. Very soon the price fell again. In 
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January, 1923, the silver in the silver dollar was worth 
about fifty cents. 

The “limping standard.'^ — Although its legal title is 
“standard silver dollar/’ the silver dollar is not really 
standard money. It is unlimited legal tender, but it does 
not have the privilege of free coinage. There is not a 
dollar’s worth of metal in the silver dollar. Its value is 
kept at a parity with gold by limitation of quantity and 
by the general understanding that the Treasury will 
keep it at a parity by redemption in gold if necessary. 
The silver dollar thus stands halfway between standard 
money and token money, a fact which has led people 
somewhat sarcastically to call our system the “limping 
standard.” No good is accomplished by pretending that 
our silver dollar is standard money. In order to make 
our system, completely monometallic, the silver dollar 
should be reduced to a real token coin, by making it 
legally redeemable in gold and making it only limited 
legal tender. 

Silver dollars mostly in the Treasury. — Nearly all the 
stock of silver dollars is kept in the Treasury; only about 
60,000,000 are in circulation. This is because the coins 
are so heavy that most people dislike to handle them. 
They prefer to have other kinds of money. However, 
in the western part of the country and in parts of the 
south, the people generally like to use the silver dollars, 
and it is in these parts of the country that the}^ remain 
in circulation. Most of the silver dollars circulate in the 
form of silver certificates, as will be seen later. 

(3) Subsidiary silver coins. — ^The subsidiary silver coins 
are the half dollar, the quarter, and the dime. They are 
a true example of token money, as described in Chapter 
XXII. They are light weight; the silver in two half 
dollars, four quarters, or ten dimes is about 93% of the 
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weight of a silver dollar. They are redeemable in stand- 
ard money at the Treasury, whenever presented in 
multiples of twenty dollars. They are legal tender for 
small payments, not exceeding ten dollars. By exchange 
at the Treasury for standard money and vice versa, the 
amount in circulation corresponds automatically with 
the people’s need of small change money. 

(4) Minor coins. — The minor coins are the five-cent 
and one-cent pieces. The nickel” is made of copper 
(75%) andnickel (25%) and weighs 77.16 grams. The cent 
is made of bronze (95% copper and 5% tin and zinc) and 
weighs 48 grams. These coins are also true examples of 
token money, and what is said above about the subsidiary 
silver coins applies equally to them, except that the nickel 
and cent are legal tender only for payments not exceeding 
twenty-five cents. 

(5) Gold certificates. — The gold certificates are ^^rep- 
resentative money,” as explained in Chapter XXII. 
Their purpose is to enable the people to use the standard 
gold money without actually handling the heavy gold 
coins. In California and the other Pacific coast states 
the people use a great deal of gold coin as pocket money 
and till money, but in all the rest of the country people 
prefer to carry the paper certificates. The Treasury is 
required always to have on hand in a separate fund 
an amount of gold coin exactly equal to the amount 
of gold certificates outstanding. On January i, 1923, 
there were (in round numbers) $708,000,000 of gold 
certificates, and exactly the same amount of gold was 
held in the Treasury as a special fund from which to 
redeem the certificates. 

Gold certificates will always be redeemed by the 
Treasury in gold coin on the demand of the holders 
The Treasury will also give gold certificates to any one 
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in exchange for gold coin. The gold certificates are 
issued in denominations of ten dollars and up, and they 
are full legal tender. 

(6) Silver certificates. — The silver certificates corre- 
spond exactly with the gold certificates. They are 
representative money. The Treasury must always keep 
on hand in a special fund silver dollars of exactly the 
same amount as the silver certificates outstanding. 
This is the way in which most of the silver dollars are 
used, instead of being carried about as pocket money. 
The silver certificates will be exchanged for silver dollars, 
and vice versa, by the Treasury on demand. They come 
in denominations of one dollar, two dollars, five dollars, 
and up. They are not legal tender. 

(7) United States notes. — We come now to five kinds 
of credit money. The United States notes, or green- 
backs’^ as they are commonly called, are the promissory 
notes of the United States government. They were first 
issued at the time of the Civil War, to assist the govern- 
ment in financing that great struggle. 

Redemptioh. — Nothing was said at the time as to 
when the government would make good its promise and 
pay the notes, though it was generally understood that 
it would be soon after the close of the war. However, 
this was not done, and the greenbacks remained unpaid 
and continued to circulate as money for thirteen years 
after the war. All this time they were below par,” that 
is, not worth their face value in gold. Finally, on 
January i, 1879, the government offered to repay them 
in gold, and since then it has given gold to any one who 
asks it in exchange for greenbacks. A law passed just 
the year before, however, forbade the Treasury to cancel 
the notes when paid and required that redeemed notes 
be reissued. This law prevented the debt ever being 
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paid off and fixed the amount of greenbacks (in round 
numbers) at $347,000,000 dollars, where it has remained 
ever since. The greenbacks may always be redeemed in 
gold on demand, but the amount outstanding can never 
change. In order to be able to pay the greenbacks on 
demand, the Treasury keeps a “reserve’^ of $150,000,000 
in gold coin. If this reserve should ever fall below 
$100,000,000, the government must borrow gold by an 
issue of bonds. The redemption of the greenbacks has 
at certain times caused the United States government 
a great deal of trouble. On one occasion (in 1895) there 
was a ^^run'^ on the Treasury, which very nearly caused 
its failure. 

Legal tender quality. — The United States notes are 
full legal tender except for (i) payment of duties on im- 
ports (tariff duties) and (2) payment by the government of 
interest on the public debt. Statement to this effect 
may be found engraved on any greenback. This curious 
arrangement was the result of conditions during the Civil 
War. The United States was then borrowing all the 
money it could through issue of its bonds, upon which it 
promised to pay interest in gold. When the greenbacks 
were issued, it was clear that, if the government could 
use them to pay the interest on its bonds, people would 
not be so willing to lend to it. The government therefore 
agreed to continue to pay gold; hence this exception to 
the legal tender character of the greenbacks. But if the 
greenbacks were made legal tender for all payments to 
the government, where would it get the gold to pay its 
interest? To meet this difficulty, the other exception 
to the legal tender character of the greenbacks was made, 
which gave the government one source of gold revenue. 
Since 1879, when redemption of the greenbacks began, 
the government has not insisted on this provision, and 
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tariff duties may now be paid in greenbacks as well as in 
other kinds of money. The United States notes are 
issued in denominations of one dollar, two dollars, five 
dollars, and up. 

Verdict on the greenbacks. — The whole history of 
the United States notes is most interesting, but it is too 
long a story for this book. They have not been a good 
kind of money. Government notes never have been. It 
would have been better for the country if they had been 
paid and canceled right after the Civil War. The best 
thing to do with them now w^ould be to pay them off and 
get rid of them. It does not appear likely, however, that 
this will be done in the near future. 

(8) Treasury notes of 1890 . — The treasury notes of 
1890 are another form of promissory note of the United 
States government. They were issued to purchase 
silver under the Sherman act of 1890. Later they were 
called in and replaced by silver certificates. The odd 
million dollars still remaining in circulation consist of 
notes that have not been returned to the Treasury. 
Many of them have doubtless been lost or destroyed or 
are being kept by collectors. They are no longer a real 
part of our monetary system. 

(9) National bank notes. — The national bank notes 
are the promissory notes of the national banks secured 
by government bonds. They have been fully described 
in the preceding chapter. Each bank has to pay its own 
notes on demand, and the United States government 
also has to pay any national bank note presented to it. 
The notes are not legal tender except in payment to a 
national bank or to the United States government. The 
smallest denomination is now five dollars. As stated in 
the preceding chapter, they are inelastic and may eventu- 
ally be dropped from our monetary system. 


MONEY AND BANKING 


280 

(10) Federal reserve bank notes. — The federal reserve 
bank notes are the promissory notes of the federal re- 
serve banks, secured by deposit of the government bonds 
bought from the national banks. They are in practically 
all respects exactly like the national bank notes, except 
that they are mostly in small denominations, ones, twos, 
and fives. The amount so far issued is not great, and it 
is likely that these notes are only a temporary part of 
our monetary system. 

(ii) Federal reserve notes. — The federal reserve 
notes are the promissory notes of the United States 
government, issued by the federal reserve banks, as 
described in the preceding chapter. They are payable 
in gold on demand at the United States Treasury, and 
are payable in gold or lawful money at any federal reserve 
bank. They are secured, not by government bonds 
deposited, but by the commercial paper, gold coin, and 
other assets held by the federal reserve banks. A large 
gold reserve is always held back of them by the federal 
reserve banks. They are not legal tender, except in 
payment to the government, the federal reserve banks, 
and member banks of the federal reserve system. The 
smallest denomination is five dollars. These notes are 
elastic and are the real and permanent bank note currency 
of the United States. A large amount, nearly three 
billion dollars, has been issued. They are the largest 
single item, except gold coin and bullion, in the whole 
monetary system, and the largest item in circulation. 

The complete monetary system. — We now have a clear 
idea of the monetary system of the United States. The 
total monetary stock is nearly nine billion dollars. In 
obtaining this total (see the table on page 272), the gold 
and silver certificates and the Treasury notes of 1890 are 
not included, since these merely represent an equal 
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amount of gold and silver coin held in the Treasury. 
It would not be correct to count the coin and also the 
certificates. The monetary stock is about equally divided 
between metallic (coin and bullion) and paper money. 
The amount of money in circulation is not quite five 
billion dollars ($4,733,000,000 on January i, 1923). 
Almost exactly half is in the form of federal reserve 
notes. About a sixth is coin. About an eighth consists 
of certificates, which are found more convenient than 
the coins back of them. The rest is made up of other 
kinds of notes (government notes and bank notes). 
As we have seen, our monetary system would be improved 
by making the silver dollar a token coin and getting 
rid of all the credit money (notes) except the federal 
reserve notes. 

EXERCISES 

1. Make a list of the different kinds of paper money in our coun- 
try. Show in each case that the paper money is a liability of some 
public or private institution. 

2. What kinds of money are legal tender in the United States? 

3. Why is the statement made that the silver dollar “is not 
really standard money What is standard money? How many 
kinds are there in the United States? 

4. What is the difference between representative and credit 
money? Name the different kinds of money in each class. 

5. What determines the amount of silver dollars in circulation? 

6. What determines the amount of silver dollars and silver 

certificates together in circulation? 

7. Why is most of the gold money and bullion not in circulation 

in our comitry? 

References for further study. — Holdsworth, J. T., Money and 
Banking (1914), pages S4"67. Westerfield, R. B., Banking Principles 
and Practice (1921), VoL I, (see Table of Contents). Dei\e>, D. R., 
Financial History of the United States ^ Sixth Edition (191b). Seager, 
H. R., Introduction to Economics (1905), pages 3i3“322, White, H., 
Money and Banking, Fifth Edition (1914)? 79” ^^92* 


CHAPTER XXVIII 


MONEY AND PRICES 

Further questions about price. — In Part III of this 
book the laws of demand and supply were studied, in 
order to see how the prices and values of things come to 
be what they are. Prices are expressed in money. But 
how about the value of money itself? The prices of all 
kinds of wealth and services, as we have seen, rise and 
fall on account of changes in demand and supply. Does 
the money, in which these prices are expressed, remain 
constant, or is it also subject to changes in value? And 
if so, how does this affect prices and the cost of living? 
These are interesting and important questions. 

The value of money is not measured in money. — First 
of all we must notice that the price of money is unlike 
all other prices, in that it is not expressed in money. It 
would be foolish to ask the price of a dollar in terms of 
money. Of course a dollar is always worth a dollar. 
Money measures the values of all other things. It 
cannot measure its own value. 

. The value of money is measured in purchasing 
power. — What, then, is meant by the value of money? 
It means the quantity- of other things in general which 
will be given in exchange for money. Money is cheap 
when it will buy little; money is dear when it will buy 
much. The price of money is the quantity of other 
things which a dollar will purchase; in other words the 
"■purchasing power of the dollar. 

Can the value of money change? — If we alter the 
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wording and ask, '‘Can the purchasing power of money 
change?” cA^erybody will recognize that it can. Most 
people remember the bitter complaints about the "high 
cost of living” in 1919 and 1920. All prices were soaring. 
Persons Avhose incomes had not increased found it impos- 
sible to live in their accustomed comfort. The purchas- 
ing power of their money had declined. The dollar 
was not Avorth what it had been. Then came a general 
drop in prices, and in 1921 everybody was noticing the 
decline in the cost of living. The purchasing power of 
money was going up. The dollar was gaining in value. 

The value of money affects all prices. — It is important 
to notice that a change in the value of money causes 
a change in all prices. Heretofore we have been study- 
ing the prices of particular things. The price of coal is 
the result of the demand and supply of coal. A change 
in the demand for coal will change the price of coal. 
This will not have any appreciable effect on the price of 
sugar or any other price. But a change in the Amine of 
money affects all prices. If we see a rise in the price 
of some particular commodity, such as coal, while other 
prices remain unchanged, we seek the cause in either 
an increased demand or a decreased supply of coal. But 
if we find the prices of all commodities (or practically 
all) going up together, we can be pretty sure that the 
cause is a decline in the value of money. 

Value of money and the general price level. — The 
average of all prices is called the general price level. This 
is about the same thing as "the cost of Imng.” A rise 
in the general price leAml means a fall in the purchasing 
power of money or the value of money. A fall in the 
general price leAml means a rise in the value of money. 
We see, then, that the value of money can and does 
change, and that when it changes it causes an opposite 
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change in the general price level. We must now learn 
what determines the value of money. 

The service performed by money is the making of 
exchanges. The amount of this work to be done depends 
on the total value of commodities and services exchanged; 
i.e., the quantity of goods, or the volume of trade, multi- 
plied by the average price, or the general price level. 
This work is done by money and commercial bank 
deposits, i.e., by currency. Since money and bank 
deposits are used over and over for many transactions, 
the quantity of currency needed is, of course, much less 
than the total value of goods exchanged in any given time. 
It has been estimated that on the average money changes 
hands in the United States about 20 times a year; and 
bank deposits, about 50 times. These numbers are called 
the velocity of circulation of money and bank deposits 
respectively. The two important factors which deter- 
mine the general price level and the value of money are 
(i) the quantity of currency and (2) the amount of 
business, or the volume of trade. 

Increase in the quantity of currency. — Suppose 
something should happen to increase greatly the quantity 
of money or deposits. Other things being equal, the value 
of currency would decline. There being more currency to 
perform the same amount of exchanges, the value of 
each unit of currency would decline, and the price level 
would rise. 

Historical examples. — This has actually happened 
over and over again. When the greenbacks were issued 
at the time of the they added something like 

400 million dollars to the money in circulation. The 
result was a great increase in prices. Histories of the 
United States will telTyou how very high prices were 
during the Civil War and for several years after. The 
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chief cause was the issue of greenbacks. Again, begin- 
ning about the end of the nineteenth century, there has 
been a great increase in the production of the gold mines 
of the world. Much of this gold was coined into money 
and so increased the quantity of money in circulation. 
The result was a steady increase in prices. In the eighteen 
years from 1896 to the beginning of the World War in 
1914, the price level in the United States just about 
doubled. During the World War (1914-1918), almost 
every nation in the world made a tremendous increase 
in its currency through issuing bank notes and other 
kinds of paper money and increasing bank deposits. 
This ^/inflation,” or increase in the amount of currency, 
was an important cause of the very high prices, the 
^diigh cost of living,’’ during the war and for some years 
after. Thus it is evident that an increase in money or 
deposits tends to raise prices. This is just what we 
should expect. An increase in the quantity of anything 
tends to lower its price. If we have a bumper wheat 
crop, the price of wheat tends to be lower. So if we have 
a “bumper crop of dollars,” the value of a dollar goes 
down, and the prices of all other things, measured in 
dollars, go up. 

Decrease in quantity of currency. — In the same way, 
a decrease in the quantity of money or of deposits tends 
to cause a fall in prices. A reduction in the number of 
dollars makes each dollar worth more, and so fewer dol- 
lars will be given in exchange for other things; that is, 
prices of all other things, measured in dollars, will fall. 
Generally in the history of the world, money has increased 
rather than decreased, and it is not so easy to find his- 
torical examples of a reduction in the amount of money. 
But every year or so business men experience the effect 
of a reduction in bank deposits. Any business man will 
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tell you that when the banks "-'tighten up” on loans, thus 
reducing the amount of deposits, currency becomes scarce 
and prices fall. 

Law of quantity of currency and price IcYel. So we 
have the important economic law that a change in the 
quantity of currency {money or commercial bank deposits) 
tends to cause a similar change in the general price level. 
An increase in currency tends to raise prices; a decrease 
in currency tends to lower prices. 

Increase in trade. — The other important factor in 
determining the value of money and the general price 
level is the volume of trade. If there is a great increase 
in the amount of business to be done, there is an increased 
need of currency. If there is no corresponding increase 
in the quantity of currency, each dollar will be worth 
more than before. Hence fewer dollars will be given in 
exchange for other things; that is, prices will fall. The 
value of money will rise and the price level will fall. 

Historical example. — This has happened frequently in 
the world’s history. For example, the greenback infla- 
tion of the Civil War came to an end in 1865. After 
that, for about fifteen years, there was no great increase 
in the quantity of money. But the country was growing, 
and business was expanding rapidly. The result was a 
steady fall in prices, till in 1879 the general price level 
was barely half as high as in 1865. 

Decrease in trade. — A decrease in the volume of 
trade will cause the opposite effect; that is, a rise in the 
general price level. There is less need for currency; dol- 
lars are in less demand and therefore worth less. And 
other things, measured in terms of dollars, are worth 
more; hence prices are higher. In other words, a small 
volume of trade is the same thing as a scarcity of goods 
for sale. If money is as abundant as ever, while goods 
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are scarce, we naturally expect to find the prices of 
goods high. 

Prices after the war. — This was illustrated by the 
high price level after the great World War. The war 
caused great destruction of wealth, and the political and 
social disturbance after the war caused a serious check 
to the production of wealth over nearly all parts of the 
world. The result was scarcity of goods, reduced volume 
of trade, and so a tendency to high prices. We have 
seen that there was at the same time a great increase 
in currency, which also tends to raise prices. The coin- 
cidence of two causes, increased currency and scarcity 
of goods, resulted in an extraordinary increase in prices; 
the general price level about doubled from 1914 to 1919. 

Changes in currency and trade together. — The 
world’s stock of currency has been increasing almost 
continuously as far back as our records go. Discovery 
of new gold mines and invention of improved processes 
of extracting the gold have enlarged the world’s stock 
of gold coin. Increased knowledge of banking and 
modern methods of business in general have greatly 
extended the use of deposits as a medium of exchange. 
Hence we have had a continual tendency to higher prices. 
On the other hand, the growth in wealth and population 
and business activity has increased the volume of trade 
and so tended to lower prices. These two great tend- 
encies, the increase in currency and the increase in 
trade, have thus worked against each other. If our 
currency increased in exactly the same proportion as our 
trade, the two would counteract each other, and the price 
level would remain fairly constant. In fact, the growth 
of currency has been too fast for the growth of trade. 

The resulting increase in prices has been particularly 

rapid since the close of the nineteenth century*,/ 
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Index numbers. — Of course prices do not all move in 
the same way. Some rise while others fail and the in- 
creases and decreases vary. For example, the average 
wholesale prices of bituminous coal, wheat, and copper 
in the three years 1913, 1914, and 1915 were as follows; 


1913 1915 

Bituminous coal $1.27 per ton $1.17 per ton $1.04 per ton 

Wheat 91 per bu. i . 04 per bu. 1.34 per bu. 

Copper 1 5 per lb. . 1 3 per lb. . 1 7 per lb. 


To measure these price movements, we may call one 
year, say 1913, the base year and express each price of 
each commodity as a percentage of the 1913 price of that 
commodity. For example, the prices of coal were $1.27 

51.04 in 1915. Calculating the 

I, or 100%, 7-77 = .92, 


m 1913, 


1. 17 in 1914, and 
1.27 


percentages, we have 


1.27 


or 92%, and = .82, or 82%. 


1.27 


1.27 

If, then, we let 100 


stand for the 1913 price of coal, the 1914 price, relatively 
to it, will be represented by 92 and the 1915 price by 82. 
Such numbers are called price relatives. Calculating them 
for all the above commodities gives the following result: 

Price Relatives 



m 3 

1914 

1915 

Bituminous coal 

100 

92 

82 

Wheat 

100 

114 

147 

Copper 

.... 100 

87 

113 


We might add to this table the price relatives of all the 
other important commodities and so obtain a record of 
the price changes of mch separate commodity. But suppose 
we wish to know how prices in general changed. For this 
we must have for each year some number,— called an 
index mimber ^ — to express the general or average price 
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relative; in other words, an average of the price rela- 
tives. An index number of prices is a number which ex- 
presses the general price level for any given year relatively 
to the general price level of some year which is taken as the 
base year^ and whose price level is represented by 100. 

Simple arithmetical average. — There are many kinds 
of averages and a great variety of index numbers. For 
example, we might take the simple arithmetical average 
of the price relatives of each year. The average for 1913 
is of course 100, since each item is 100. For 1914 it is 98; 
92 + 114 + 87 

that is, For 1915 it is 114. Index num- 

3 

bers have been constructed in this way, but they have one 
serious defect. The commodities which people buy and sell 
are not all of equal importance. An index number which 
gives the same weight to wheat and to putty is not very 
accurate. Yet this is just what the simple average does. 

Weighting. — To avoid this defect it is necessary to use 
a weighted average which takes proper account of the 
relative importance of the several commodities. For 
example, if in a given year the price of sugar increased 4 
per cent and the price of cotton increased 10 per cent, the 

simple average increase was — , or 7, per cent. Now 

if sugar were twice as important as cotton, we could 
calculate the average by putting sugar in twice; that is, 

4 + 4 + __ io ^ ^ weighted average of the 

3 

percentage increases. The most satisfactory method is to 
weight the price movement of each commodity according 
to the value of that commodity exchanged in a given year. 
The simplest way to accomplish this is to calculate the 
total value of goods exchanged in a given year and then to 
compare with this the value of exactly the same quantities 
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of goods reckoned at the prices of each of the other years. 
To see how tliis is done, let us return to our example of 
coal, wheat, and copper. Here are the facts for the first 


year: 

Price 
in iQis 

Bituminous coal. $1.27 

Wheat 91 

Copper 15 

Total value 


Quantity exchanged 
in igij 

447 million tons 

5 SS “ bu. 
812 “ lbs. 


Value at 
igij prices 
568 million dollars 

505 ' 

122 


1. 195 


To buy these quantities of these commodities in 1913 
cost 1,195 million dollars. If the same quantities of these 
commodities cost more or less than this in 1914, it must 
have been on account of changes in prices, and if we knew 
what the cost was in 1914, we should have a very good 
measure of the average price movement. This is easily 
calculated, as follows: 


Price 
in igi4 

Bituminous coal. .$1.17 

Wheat 1.04 

Copper 13 


Quantity exchanged 
in igij 

447 million tons 
555 “ bu- 

;.8i 2 lbs. 


Value at 
igi4 prices 
523 million dollars 

a 

577 

106 “ 


Total value 1,206 

It is clear that the value in 1914 of these commodities 
was 1,206 million dollars, whereas the same commodities 
were worth 1,195 niillion dollars in 1913. Prices on the 
average evidently rose slightly from 1913 to 1914. 

By a similar calculation we find that the total value at 
1915 prices was 1,347 million dollars. 

All that is now required for a real series of index num- 
bers of the prices of these three commodities is to express 
the total value for each year as a percentage of the value in 
1913, thus: 1,195-^ 1,195 == I, or 100%; 1,206 -r- 1,195 = i.oi, 
■or xoi:%;. 1,347, “ 5 - 1, 195'== 1. 13, or ;ii3%.'; The series is':' 


MONEY AND PRICES 


291 


Year Index number of prices 

1913 100 

1914 lOI 

1915 113 


Practical index numbers. — Our example was inten- 
tionally made simple by using only three commodities. 
In the construction of practical index numbers, the 
method we have studied is applied to a large number of 
commodities and is extended to any number of years. The 
result is a series of index numbers which shows clearly and 
accurately the average or general price movement from 
year to year. 

One of the most useful series of index numbers of prices 
is published by the United States Bureau of Labor Statis- 
tics. This shows the index number of wholesale prices for 
each year from 1890 to the present time. The number of 
commodities varies from 192 in 1890 to 404 in 1922. The 
base year (in which the index number is 100) is 1913. The 
prices are weighted according to the values exchanged in 
1919, using quantities reported by the Census. The series 
to 1922 is as follows: 


Wholesale Prices in the 


Year 

Index 

Number 

Year 

1890 

81 

1901 

1S91 

80 

1902 

1892 

75 

1903 

1893 

77 

1904 

1894 

69 

1905 

1S9S 

70 

1906 

1S96 

67 

1907 

1S97 

67' 

1908 

1898 

70 

1909 

1899 

'IS 

1910 

1900 

81 

1911 


United States (1890-1922) 


Index 

Year 

Index 

Number 

Number 

79 

1912 

99 

84 

1913 

100 

86 

1914 

98 

86 

1915 

lOI 

86 

1916 

127 

89 

1917 

177 

94 

1918 

194 

90 

1919 

206 

97 

1920 

226 

lOI 

1921 

147 

93 

1922 

149 
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The clearest way to present index numbers is by means 
of a graph or curve. Thus, the annual index numbers 
from 1890 to 1922 are shown in Figure 21. 

These figures give a clear idea of the changes in prices 
since 1890. They show the gradual fall in prices to 1896, 



Fig. 21. Index Ntobers of Wholesale Prices in the United 
States, 1890-1922 


and the almost unbroken rise from 1897 to 1920, including 
the extraordinary leap of prices during the years 1916 to 
1920, during and immediately after the World War. 
Prices in 1920 were more than three times as high as 
they were in the last ten years of the nineteenth century. 
A very sharp decline is seen in 1921. 

Effects of fluctuating standard. — Large and sudden 
changes in the general price level (i.e. the purchasing 
power of money) are undesirable. Such changes affect 
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different people unequally, helping some and injuring 
others. For example, those who have debts to pay arc 
helped by a rise in prices. To get the necessary number 
of dollars to pay their debts they do not have to furnish 
so many goods or services as would otherwise have been 
required. Suppose a farmer borrowed $1,000 at a time 
when wheat was worth one dollar a bushel. If, by the 
time he has to pay his debt, prices have risen so that 
wheat is worth two dollars, he need sell only 500 bushels 
to pay the debt. If the price of wheat had remained 
stationary, it would have taken 1,000 bushels. On the 
other hand, creditors lose when prices rise. They are 
paid in dollars which will buy less than at the time the 
loans were made; in other words, they are paid in dol- 
lars of less purchasing power. In like manner, a general 
fall in prices is beneficial to creditors and an injury to 
debtors. 

Those whose incomes are in the form of salaries and 
wages are affected the same as creditors by price changes. 
They have agreed to work for a certain number of dol- 
lars, If, when they get their pay, their dollars have a 
reduced purchasing power on account of a general rise 
in prices they suffer loss. On the other hand they gain 
when prices go down. This advantage or disadvantage 
continues till new wage agreements are made. Other 
persons similarly affected are those whose incomes are 
based upon long-standing agreements, such as rents, 
interest on loans, and annuities. These persons receive 
from time to time a certain number of dollars. Their 
welfare depends greatly on whether the purchasing 
power of their dollars is large or small. 

Fluctuations in the value of money thus cause injustice \ 
and inequality between different classes of the people. ) 
The best monetary standard is that which fluctuates as 
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little as possible. Gold has been adopted as the world’s 
monetary standard because on the whole its value appears 
to fluctuate less than that of any other available mate- 
rial. But the gold standard is by no means perfect in 
this respect. 

The stabilized dollar. — Some economists have sought 
a remedy for the fluctuating purchasing power of money 
in the adoption of a standard based upon the index 
number of prices. This is generally known as the ^'mul- 
tiple standard.” The plan which has received most 
attention in recent years is known as the "stabilized 
dollar.” Briefly, this plan would make the dollar, not 
a certain weight of gold (25.8 grains as now), but a 
variable weight. Gold coin would not be used in cir- 
culation. Indeed very little is now so used. The gold 
would be held by the government. Gold certificates and 
other forms of money in circulation would be redeemed 
by the government in gold dollars. The .amount of 
gold in the dollar, however, would be determined from 
time to time by a government commission, being fixed 
in relation to the index number so that a gold dollar 
would always purchase about the same quantity of 
goods; i.e., would always have the same purchasing 
power. This plan has obviously some great advantages. 
It involves also certain serious practical difficulties, which 
have thus far prevented its adoption. 

EXERCISES 

1. Why is it better to use a weighted average than a simple 
average when making an index number? 

2. Name four things that would tend to increase the velocity of 
circulation of money. What efiect would this increase in velocity 
have on the level of prices? 

3. During the World War the United States received large 
amounts of gold money from foreign nations. Supposing that the 
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volume of trade remained constant during these years, what effect 
would this increase in the gold supply have had upon the level of 
prices? 

4. When bank deposits increase very rapidly what is likely to be 
the effect upon the level of prices? 

5. There is much complaint against the “high cost of living/' 
If the government were to attempt to reduce the cost of living, what 
things might it do? 

6. In 1896 there was a strong political demand in the United 
States for the restoration of bimetallism at the ratio of 16 to i. 
What classes of the people would you expect to find favoring this? 
What classes would you expect to find in opposition? Explain. 
Verify your explanation by looking up the facts, if you can. 

References for further study. — Holdsworth, J. T., Money and 
Banking (1914), pages 68-97. Fisher, I., Elementary Principles of 
Economics (1912), pages 144-220; 240-257. Taylor, F. M., Prin- 
ciples of Economics (1921), pages 187-195. Taussig, F. W., Prin- 
ciples of Economics^ Third Revised Edition (1921), Vol. I, pages 
232-260; 285-303. Ely, R. T., Outlines of Economics, Third Revised 
Edition (1916), pages 317-344. Johnson, A. S., Introduciion to Eco- 
nomics, Revised (1922), pages 305-336. Clay, H., Economics for the 
General Reader, American Edition (1918), pages 195-203. Fisher, I., 
Stabilizing the Dollar (1919). 


PART V. TRADE AND TRANSPORTATION 

CHAPTER XXIX 

THE ECONOMICS OF TRADE 

Division of labor depends on trade. — The division of 
labor, as we have seen in Chapter X, is of very great 
importance in the production of wealth. But division 
of labor would be impossible without trade. Trade makes 
it possible for each person to devote his energies to- that 
line of production at which he is skillful or which he 
finds most agreeable, trusting to his ability to buy from 
others the things necessary to supply the great bulk of 
his wants. In particular, trade makes possible terri- 
torial and international division of labor, and it is this 
kind of trade, involving the exchange of goods between 
different places, that requires our special study. 

Why is there trade between different regions? — WTy 
is there trade between' different parts of the country and 
between different countries? It occurs to us at once that 
this is the only way we could get certain kinds of wealth. 
For example, the jewelers of the United States buy their 
diamonds from producers in other countries, particularly 
South Africa, for the simple reason that no diamonds 
are produced in this country. The inhabitants of the 
city of New York get the vegetables they eat through 
trade with other places, near and far, because it would 
not be possible to raise any such amount of vegetables 
in the city. ' ■ 

Differences in cost. — But this will not explain all 
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trade. The people of New England buy most of their 
wheat and beef from distant states in the west, though 
it is possible to raise wheat and cattle in New England. 
The farmers in the southern states buy most of their 
farm machinery in the north, though it is possible to 
make such machinery in the south. Why all this buying 
and selling? The answer is that people buy goods where 
they are cheapest, and goods are cheapest where their cost 
of production is lowest. We could produce all the sugar 
we use right here in the United States. We do produce 
some. But we buy most of our sugar from Cuba, Porto 
Rico, and other countries, because we can get it there 
at a lower price. The cotton farmers of the south buy 
their machinery from the north, the New England manu- 
facturers buy their cotton from the south, and so on, 
because in each case that is where that particular kind 
of wealth can be produced most cheaply. 

Causes of differences in production costs. — Produc- 
tion costs of any particular article are different in different 
places for a variety of reasons, such as proximity of cer- 
tain materials, quality of soil and climate, character of 
the laboring population, skill and experience of the busi- 
ness men who manage industry, and accumulation of 
capital. Wheat is raised at low cost in the Mississippi 
valley, because the soil and climate are favorable. It 
would be very costly to raise our own supply of coffee 
or cocoa in the United States; expensive hothouses and 
other devices would be required to counteract an unfavor- 
able climate. Lumber is produced more cheaply in 
certain states than in others, because there is where the 
forests are. Shoes are made cheaply in certain towns 
of New England because long years of experience have 
developed skillful laborers and able managers in this 
particular line. The great steel mills of the middle states 
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manufacture cheaply because of the favorable location 
of materials and the skill and energy of those who have 
built up the industry. Innumerable other examples 
could be named. 

The gain from trade. — ■ Through trade, and the 
territorial division of labor which it makes possible, the 
people of each town, state, or nation are enabled to engage 
in the production of those things for which their locality 
is especially adapted. Other things they obtain from 
other places, where they can be produced more cheaply 
than at home. As a result, production is enormously!^ 
increased, and each community has a vastly greater ! 
amount and variety of wealth to enjoy than if everything f 
had to be produced within its own borders. 

An illustration. — Let us see how the gain comes, by 
studying a simple example. Suppose there were no trade 
between New England and the western states. The 
people of New England, with a certain expenditure of 
land, labor, and capital, can make a pair of shoes. Let 
us suppose that it takes the same expenditure of land, 
labor, and capital to raise a bushel of wheat in New 
England. The cost of a bushel of wheat and a pair of 
shoes would be the same. Now suppose the New Eng- 
landers get the opportunity to buy wheat from the west 
at the rate of five bushels of wheat for one pair of shoes. 
By shifting land, labor, and capital from wheat growing 
to shoe manufacturing, they can produce a pair of shoes 
in place of each bushel of wheat, and for each such pair 
of shoes they can get in trade five bushels of wheat. 
They now get five bushels where they used to get one. 
The difference represents the gain from trade. Of course 
the people of The west gain in the same way by being 
able to get shoes, which they can make only at great 
cost, in exchange for wheat, which they raise at low cost. 
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All communities gain. — Thus each community finds 
naturally the commodities and services which it can 
nroduce most advantageously, i.e., at the lowest cost. 

It devotes its main energies to producing these goods. 

It uses itself only a part of the product and exchanges the 
rest for other goods produced more cheaply m other 
places. It thus has a far greater quantity of goods to 
enioy than would have been possible if it ^ had had to 
produce everything for itself. In addition it is enabled 
to enjoy many things which it never could have produced 
at all. All communities of the world are the gainers 
from trade and division of labor. , , 

Magnitude of the world’s trade. — The trade of the 
world, domestic and foreign, is a gigantic enterprise. 
Producers all over the world are selling their products 
to people in other places. Thousands of merchants, 
wholesale and retail, brokers, jobbers, commission men, 
are engaged in buying and selling goods. By railroads, 
canals, automobiles, horses and wagons, and the ships 
that ply the lakes and rivers and dot the seas, innumer- 
able kinds of merchandise are being transported from 

place to place at the dictate of trade. 

Practical illustration. - The magnitude and the results 
of trade can be seen by studying the production and 
consumption of almost any important commodity. _ Sup- 
pose we should ask, where is wheat flour made in the 
United States, and what becomes ■ of the floui m 
here? The answer is shown in the charts on the foUomng 
page (Figure 22). .It appears that of all the yhea 
flour made in the United States more than one hfth 
(214%) is produced in the state of Minnesota. Kansas 
Lmefnext with twelve per cent, and so on through the 

list of the fourteen most important flour-producin s^ . 

A glance at the other chart will show that the mills m 
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these states are not making flour simply to feed their 
own people. Fifteen per cent of the American flour is 
sent to foreign countries. More flour is consumed in 


Wheat Flour made in the United States 


Produced Consumed 
Per cent 
- 100 - 


All other states 


Pennsylvania 

Oregon 

California 

Nebraska 

Oklahoma 

Indiana 

Texas 

Ohio 

Washington 
Missouri 
Illinois 
New York 

Kansas 


2y2 io 
2K io 

2%y^ 

iHfo 


12 fo 








Minnesota 2m ^ 






-90- 


-80- 


-50- 


-40- 


-30- 

- 20 - 


-40-g 






Foreign Countries 


All other states 35 


2H<^ 

2yfc 

2y^ 

2%i 

2%f 


New Jersey 
Michigan 
Indiana 
Minnesota 
California 
Missouri 
Massachusetts S ^ 
Texas ' 

Ohio 5^ 

Illinois 5k‘ 

Pennsylvania 8^ 

New York 9 ^ 


Fig. 2 2. Production and Consumption of 
Wheat Flour in the United States 


New York than in any other state. Pennsylvania takes 
eight per cent of all the flour but herself produces only 
two and a half per cent. On the other hand, notice that 
the state of Minnesota, though producing 2i| per cent, 
requires for her own needs only 2| per cent. In other 
words, the people of Minnesota make nearly ten times 
as much flour as they need for their own use. Tliis 
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condition is made possible by division of labor and trade 
between the states, and it enables the people of the 
United States to get their flour at the lowest possible 
cost. Of course there is also division of labor and trade 
in flour between the several towns within each state. 

The charts in Figure 23 furiiish a similar illustration 
of international trade. Cotton is one of the most inipor- 

Commercial Cotton Crop of the World 
Produced Consumed 


All other countries 
China 5^ 

Egypt 7 ^ 

British India 18^ 


United States ( 


Per cent 






E 


—70— 

C 


50 — 

V '//'/■ 

'' / 


40 


30— 



on 



in— 



iU 

0- 



Japan 


11 4 


areas otiuam 

and Ireland 12^ 


Europe 


United States 29^ 


Fig. 23 . Production and Consumption of 
Cotton 

tant of the world’s products on account of its use m 
making clothing. The United States leads the world 
in cotton production, raising 68 per cent of the total crop. 
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British India comes next; then Egypt and China. These 
four countries produce 93 per cent of the world’s cotton. 
The other chart shows where the cotton is used. The 
United States again heads the list, though it is evident 
that we ourselves use less than half of our own cotton 
crop. But Continental Europe and Great Britain and 
Ireland use 40 per cent of the cotton (28% and 12% 
respectively), though they produce none at all. Japan 
also is a great consumer of cotton grown in other coun- 
tries. Were it not for this gigantic development of 
international division of labor and international trade, 
cotton cloth would be an expensive luxury in most parts 
of the world and a great part of the cotton plantations 
of America would have to be abandoned or put to other 
uses. 

What controls trade? — The two levers that control 
all the complex movement of goods from place to place 
in foreign and domestic trade are (i) price and (2) cosl 
of transportation. 

(i) Price. — Everybody who has anything to sell natu- 
rally tries to sell where he can get the highest price. 
Every buyer tries to buy where prices are lowest. Mer- 
chants are always trying to buy things where they are 
cheap and sell them where they are dear. 

Suppose all wealth could be moved at will, instan 
taneously and without cost of transportation. Each 
particular kind of wealth would be taken from the place 
where its price was low and moved to the place where 
its price was high. This movement in turn would have 
an effect on price. As goods left the low-priced place the 
supply of such goods in that place would become Jess, 
and, as we have learned, this would cause an increase 
in price. In like manner, bringing the same goods to 
the other place would increase the supply and so lower 
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the price in this other place. As the goods continued 
to be moved, this double change in prices would go on 
till at length prices would be the same in the two places. 
Up to this point, it was profitable to move the goods. 
Now it would no longer be profitable, and the movement 
would cease. In the same way, wealth of all sorts would 
move from places where prices were low to places where 
they were high, till finally the price of each particular 
article would be the same everywhere in the world. 

(2) Cost of transportation. — In the preceding para- 
graph we saw what would happen if all wealth could be 
moved instantaneously and without cost of transportation. 
Of course this is not the real situation. It takes time to 
move wealth, and the transportation costs something. 
How will this affect our problem? The answer is quite 
simple. Suppose the price of wheat in Chicago is $1.15 
a bushel, and in New York, $1.55. Suppose the entire 
cost of transporting wheat from Chicago to New York 
is 2$ cents a bushel. What would happen? Clearly, there 
would be a profit in buying wheat in Chicago, paying to 
transport it to New York, and selling it there. This is 
what the merchants would do. The result would be a 
rise in the price in Chicago and a fall in New York. This 
would go on, not till the prices were the same in the two 
cities, but till the price in New York was just 25 cents 
higher than in Chicago, let us say $1.20 in Chicago 
and $1-45 in New York, Then there would no longer be 
any profit in transporting wheat, and the movement 
would cease. 

The law of local prices and transportation costs. — 
This illustration makes clear the economic law: The 
diference between the prices of any article of wealth in two 
places cannot be greater than the cost of transporting the 
article between the two places. (It is assumed, of course, 
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that there is a demand for the article in both places and 
that its transportation is possible.) This is what is meant 
by saying that price and cost of transportation are the two 
levers that control the movement of wealth. Any change 
in price affects trade. Suppose something causes the price 
of wheat to increase in London. Immediately wheat 
begins to move toward London, from Chicago and 
Omaha, from Canada, from South America. A fall of 
price in London will check the movement or, if great 
enough, would even start it the other way. 

Results of changes in transportation cost. — Also any 
change in transportation cost aft'ects trade. When the 
railroads were built in the United States through to the 
Mississippi valley, the effect on the transportation of 
wheat, corn, and other grain seemed almost miraculous. 
Before that, no matter how cheap grain might be in the 
western states, none was shipped to New England. 
Transportation by means of wagons, or by the long 
roundabout water route by way of New Orleans, was 
so slow and costly that it was impossible to ship grain 
to New England at a profit. New Englanders had to 
raise their own grain. The price was very high, in spite 
of the low price in the west. The railroads quickly 
changed this. The cost of transporting grain became so 
low that grain from the west poured into New England. 
The price in New England fell. The price in the west 
plus the cost of transportation fixed the price in New Eng- 
land. Before long this price was actually lower than the 
cost of raising grain in New England. Nparly all the 
New England farmers stopped raising grain, turned their 
energies to other things, and ever since have depended 
on the west for the chief part of their grain. Thus, the 
building of the railroads opened up an entirely new 
opportunity for territorial division of labor. 
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The building of our railroads and the development 
of ocean shipping did the same thing to the price of grain 
in England. To-day the people of England obtain much 
of their grain, meat, and many other important food 
supplies from America. They thus get food more cheaply 
than when they had to raise it for themselves, and they 
are enabled to turn their energies to manufacturing and 
other industries which are far more profitable to them 
than farming ever was or could be. 

Trade and transportation are “productive.’* — Many 
people fail to appreciate the economic importance of the 
service of trade and transportation. Farmers often 
point to the difference between the price paid by the 
consumer for a pound of beef or a bushel of potatoes and 
what they themselves received for raising them. Often 
they complain because the railroads, the merchants, the 
^^middlemen’’ got so much while they, the “producers,” 
received so small a share. Now it may, of course, be 
possible that the division was not a fair one. But the 
mere fact that a large part of the retail price went to 
pay costs of trade and transportation is not proof that 
the farmers did not get their fair share. It is quite 
possible that the costs of trade and transportation may 
be larger than the cost of raising the product on the 
farm. Even so the farmer is getting a better price for 
his product than he would if trade and transportation 
had not opened up for him the distant marketc 

It is also a mistake to assume that the farmer or the 
manufacturer is the only “producer”; that the others 
are more or less parasites. In fact the services of the 
railroad, the merchants, even the despised “middlemen,” 
are just as much a part of production as the work of the 
farmers or manufacturers. (See Chapter VII, p. 53.) 
Everybody is a producer who' contributes to moving 
, F. Es. Econ.- — 20 
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wealth to the place where it will be useful and to the 
persons who will use it. 

EXERCISES 

1. Plow many things which you commonly use would you stiU 
be able to obtain if your community were compelled to become 
self-supporting? 

2. On a map of the United States, indicate the territorial division 
of labor which has taken place in our country. 

3. Show the important results of international trade from what 
you can learn about the production and consumption of (i) sugar, 
(2) rubber, (3) automobiles, (4) woolen cloth, (5) gold, (6) silk, 
(7) bananas, (8) furs. 

4. Make a list of the countries of the world which we think of as 
producers of particular commodities. Are there any countries with 
modern civilization which do not appear in the list? 

5. The British Isles produce enough foodstuffs to support about 
a third of their population. Are the people of Great Britain better 
off for this reason or worse off? Give a reason for your answer. 

6 . The automobile industry was first located in the New England 
states. What has caused this industry to move to the middle west? 

7. A little over a hundred years ago most communities in the 
United States were self-supporting. What developments have 
occurred during the past hundred years to change this situation? 

8. Suppose some new invention should give us a method of 
transportation very much cheaper than the railroads or any other 
method now in use. Would this invention increase or decrease 
territorial division of labor? Explain. 

References for further study. — Carver, T. N., Principles of 
National Economy (1921), pages 303-323. 
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INTERNATIONAL TRADE 

What is said in the preceding chapter about the 
economics of trade applies equally to domestic and 
foreign trade. But there are certain important problems 
and some serious popular misunderstandings connected 
with international trade, which make its special study 
necessary. 

Definition of international trade. — International trade 
means ordinarily trade between persons who are residents 
of different countries^ not trade between the governments. 
When it is said, for example, that “ Great Britain buys 
cotton of the United States,’’ we must be careful not to 
fall into the notion that the British government or the 
government of the United States has anything to do with 
the transaction. Such a statement means merely that 
British residents are buying cotton from residents of the 
United States. Governments do sometimes engage in 
international trade, but such dealings are exceptions. 

Exports and imports. — A country s exports are the 
articles of wealth {ix. commodities or merchandise) sent 
.out of the country to other lands in trade. In like manner, 
imports are the articles of wealth brought into the country 
from other lands in trade. Exports and imports make 
up the bulk of a country’s foreign trade. 

Services in international trade. — But foreign trade 
is concerned also with certain services^ as well as com- 
modities. For example, British citizens are great ship- 
owners, and they perform an important service for 

' 307 : :■ 


TRADE AND TRANSPORTATION 


308 

Americans by way of carrying goods on the ocean. This 
service is just as important and must be paid for as much 
as if it were an import of merchandise. Again, British 
capitalists have lent capital to xAmericaii borrowers, who 
must pay interest every year. This service is similar 
to an import of merchandise. Still another example. 
American citizens often travel abroad. They live, say, 
in French hotels, travel on French railroads, and receive 
other services from French citizens. Such services mean 
a payment due to foreigners, just as when merchandise 
is imported. We see that all services performed for a 
country’s citizens by foreigners, for which payment must 
be made, enter into the country’s international trade 
the same as imports. Likewise, all services performed 
by the country’s own citizens, for which foreigners must 
pay, are similar to exports. 

The balance of trade. — If we should put down in a 
list all the goods and services for which our people must 
pay foreigners during a certain year (or other period), 
and in another list all the goods and services for which 
foreigners must pay us during the same period, we should 
have what is called the balance of trade. Such a statement 
would be similar to an ordinary income account and 
would look something like this: 

Balance oe Trade of Country A, 1925 
Due to Foreigners Due frofu Foreigners 

Merchandise imports$4oo,ooo,ooo Merchandi se exports $4 2 5 ,000,000 
Interest on foreign Interest on capital 

capital 20,000,000 invested abroad. . . . 4,000,000 

Expenses of travel Expenses of foreign 

abroad. .......... 5,000,000 travelers in A 2,000,000 

Services of foreign Miscellaneous ....... 1,000,000 

ships 2,000,000 

Miscellaneous . 3,000 ,000 ; . 

$430,000,000 $432,000,000 
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Since exports and imports are the chief items, we may 
call the two sides of this account the ''import side’' and 
the "export side,” respectively. 

Not limited to exports and imports. — People often 
make a mistake by assuming that the balance of trade 
is merely the statement of a country’s imports and 
exports. It is true that these items are the most impor- 
tant ones and make up the bulk of the balance of trade. 
But they are not the whole balance of trade, just as an 
individuaTs statement of his receipts and expenditures 
for merchandise would not be his complete income 
account. Starting with this false idea of the balance 
of trade, people have drawn a good many false inferences 
about foreign trade and tariffs. Such errors may be 
avoided by starting with a correct idea of the balance 
of trade. 

The account is balanced by gold payments. — The 
two sides of the balance of trade do not have to be exactly 
the same for any year. That is, the account does not 
have to "balance” exactly. In any year, one side is 
likely to be somewhat greater than the other. The 
difference is met, from time to time, by payments of 
money either to or from foreigners. The only money 
that is acceptable in international payments is gold. 
In connection with international trade, therefore, it is 
customary to speak of "gold” instead of "money.” 

Gold payments are small: they tend to offset each 
other. — The difference that has to be settled by money 
payments is generally a very small fraction of the whole 
trade balance. Moreover, the diJfference does not gener- 
ally remain on one side of the account for a long time. 
If the excess is on one side for a year or two, it is almost 
certain to swing to the other side for the next year or so. 
Thus the inflow of money for one or two years tends to 
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be balanced by the outflow in the next few years. No 
country ordinarily has a steady inflow or outflow of 
money for any long time. 

The reason. — The foregoing statements are very 
important and need some further explanation and proof. 
Let us suppose that a country had for a number of years 
a steady excess on the export side of its balance of 
trade. This would mean, of course, that a steady stream 
of gold would have to flow into the country in payment 
of the debt due from foreigners. This gold would go 
into the country's monetary system and so increase the 
quantity of money. As we have learned, an increase in 
the quantity of money, other things being equal, causes 
an increase in the general level of prices. Prices in the 
country under consideration would therefore rise, and, 
likewise, prices in other countries, which were losing some 
of their gold, would fall. This would make the first- 
mentioned country a good place to sell in and a poor place 
to buy in. The result would be to stimulate the imports 
and check the exports, resulting finally in an excess on the 
import side of the trade balance, and so reversing the 
condition which caused the inflow of gold. In the preced- 
ing chapter we saw how the prices of a particular article 
in different places control the trade in that article. Now 
we see that the general price levels in different countries 
control the general trade between such countries. 

The foregoing paragraph proves that a country cannot 
have a long-continued excess on the export side of the 
trade balance, because, as soon as such an excess appears, 
the resulting inflow of gold starts forces at work which 
tend to throw the excess to the other side of the account. 
In the same way it is proved that there cannot be a 
continued excess on the import side, causing a continued 
draining away of the country’s gold. These economic 
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forces are well illustrated by the swinging of a pendulum. 
The further the pendulum swings to the right, the 
stronger is the pull of gravity drawing it toward the 
left, and vice versa. Thus the pendulum always oscillates 
about the vertical position and never gets very far aw-ay 
from that position. So a country's foreign trade tends 
to balance. The greater the excess on the export side, 
the stronger is the tendency for goods to be imported, 
and vice versa. So the balance oscillates, now on one side, 
now on the other, never going very far or remaining very 
long on either side. Of course it will be understood that 
the oscillations of international trade are by no means 
so exact and regular as the swinging of the pendulum. 

The fallacy of the superiority of exports. — Many 
people make the mistake of thinking that the two sides 
of the balance of trade are not equally favorable. They 
believe that exports are a good thing for a country, but 
that imports are harmful, or at best a necessary evil. 

Compare individual and domestic trade. — This notion 
does not generally occur to people in case of individual 
trade or trade between different sections of the same 
country. If A, who is a lawyer, buys his shoes of B, a 
shoemaker, because he can thus get shoes better and 
cheaper than he could make for himself, and can also 
save his own time for his profession, at which he makes 
more profit than he could ever make at slioemaking, 
this is not considered a foolish act on the part of A. If 
the farmers of the south buy their farm machinery from 
manufacturers in other states, because that is the cheapest 
way for them to get it, few people would call their action 
foolish or harmful. 

The fallacy as stated. — But when the same sort of 
thing occurs betweeh the people of different nations, 
there are those who are alarmed. They say: “We ought 
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to export all we can; that brings money into the country 
and increases the prosperity of the people; but mports 
are bad" they take money away from the country and 
aive it to foreigners.” This notion about international 
trade was quite commonly held by influential men in 
the eighteenth century. Together with other similar 
notions, it was called “Mercantilism.” One result was 
the coining of the terms “favorable balance of trade 
and “unfavorable” balance, applied to an excess of 
exports and of imports respectively. The use of these 
terms has continued down to the present day, even by 
persons who understand perfectly that neither side of 
the trade balance is a bit more favorable or unfavorable 

than the other. r-i • r, r f 

Mistake as to importance of money. This belief 

in the superiority of exports over imports is the most 
common and ttie most serious fallacy about international 
trade. It is based on the notion thaHt is a good thing 
for a nation to have money (gold) coming m, in exchange 
for merchandise and services, and a bad thing to pay 
money out for other goods. It is sometimes asserted 
that only by an excess of exports can a nation become 
wealthy, just as a business man gets rich by selling more 
than he buys. This is all a mistake, arising from ignorance 

of economic truths. ^ 

Proof: (i) No special advantage in having gold. 
The mistake can be proved by three lines of argument. 
In the first place, there is no particular advantage to 
the people of a nation in having gold rather than other 
things. Gold is simply one kind of wealth, useful be- 
cause it satisfies certain human wants.^ These wants 
are chiefly for (a) a medium of exchange, (&) jewelry, and 
(c) teeth filling. Now these are important wants. Dut 
no one would claim that they are more important than 
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hundreds of other wants satisfied by other kinds of 
wealth, such as food, clothing, and coal. It does not 
profit people to go hungry or ill clothed in order to pile 
up gold. The old story of Midas illustrates this truth. 
And nobody has much respect for the miser who deprives 
himself of more important things in order that he may 
store up gold. The people of a nation will export their 
merchandise for gold when they need the gold more than 
the merchandise. This is advantageous. But it is 
exactly as advantageous to pay out their gold for im- 
ports when they need the imported merchandise more 
than the gold. The purpose of international trade is not 
to get or pay out gold. Its purpose is to exchange those 
things which the people produce cheaply and have in 
abundance for other things which can be obtained more 
cheaply from foreigners. As we have learned, a little 
gold comes in and goes out from time to time, in order 
to balance the account. But the import and export of 
gold is an insignificant part of the business. For example, 
gold imports and exports are usually less than one twen- 
tieth of the international trade of the United States. 

(2) Impossible to pile up gold by foreign trade. — Even 
if it were advantageous for a nation to pile up gold by 
means of an excess of exports, it is not possible. This 
has already been proved in this chapter (page 310). 

(3) A nation’s wealth does not grow by accumulating 
gold. — Finally, the idea that a nation becomes w^ealthy 
by accumulating gold from foreign trade is the crudest 
error of all. The wealth of the people of the United 
States is estimated at nearly 300 billion dollars. The total 
amount of gold (coin and bullion used as money) in the 
country is about 4 billions, or about i-|% of the national 
wealth. According to estimates of the United States 
census, the nation’s wealth was 44 billion dollars in 1880 
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and 89 billions in 1900. This was an increase of 45 bil- 
lions in twenty years. During the same twenty years 
the gold coin and bullion in the country increased from 
$352^000,000 to $1,034,000,000. We added 45 billions 
to our wealth; less than one billion to our gold. Does 
this look as if our wealth came from gold received in 
foreign trade? The growth of a people's wealth does not 
consist of gold; it consists chiefly in the increased value 
of its lands and buildings, its factories and railroads, its 
farms and homes, and other kinds of wealth vastly 
more important than its gold. 

Equally true of individual wealth. — When people say 
that the business man becomes wealthy by selling more 
than he buys, they make the same kind of mistake. 
Suppose Mr. Brown tells you that, on account of a pros- 
perous business year, he has added $100,000 to his wealth. 
You say: Then I suppose you must have sold $100,000 
more of goods during the year than you bought and so 
accumulated $100,000 in money; please show us the 
$100,000." Mr. Brown would be mystifled. The chances 
are that he has no more money either on hand or on de- 
posit in the bank, than he had at the beginning of the year. 
And he will tell you that he bought just about exactly as 
much as he sold during the year. As fast as he received 
money from the sale of goods, he spent it. He bought 
more goods to keep up his stock, he put an addition on his 
factory, he bought some new machinery, he remodeled 
his home and bought a new automobile, he bought a 
farm and some stocks and some government bonds. Here 
is where we find his increased wealth, not at all in his 
stock of money. Exactly the same with the people of a 
’whole nation. A nation, like an individual, grows 
w’ealthy, not by selling more than it buys, but by 
producing more than it consumes. 
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1. During a war, why do nations tend to become more self- 
supporting? Show that this effect of war impoverishes the people 
of a nation. 

2. Suppose that within a certain year the United States exported 
$1,000,000 more goods than it imported. Would this mean that 
this country received a million dollars in gold from abroad during 
that year? What other facts do we need to know before we can 
ascertain how much gold was imported or exported that year? 

3. It is sometimes said that the importation of gold by any 
countiy is self-limiting. Explain why an inflow of gold tends to 
stop itself. 

4. In what way does the United States gain from its foreign 
trade? Does this gain depend at all on the balance of trade ? Explain. 

5. To what uses can we put the gold which we receive when the 
balance of trade is ^Uavorable”? Can it be shown that this gold is 
more useful to us than other commodities of foreign origin which we 
might have received in place of it? 

6. Are a iiation^s exports more beneficial to its people than its 
imports? Prove your answ^er. 

7. Does a business man become rich by selling more than he 
buys? Prove your answer. 

References for further study. — Taussig, F. W., Principles of 
Economics, Third Revised Edition (1921), Vol. I, pages 467-492. 
Johnson, A. S., Introduction to Economics, Revised (1922), pages 
388-408. “Taylor, F. M., Principles of Economics (1921), pages 
206-226. Ely, R. T., Outlines of Economics, Third Revised Edition 
(1916), pages 354-367. Fetter, F. A., Modern Economic Problems 
(1916), pages 185-198. Mill, J. S., Principles of Political Economy, 
.Book III, Chapters XVII-XVIII. 


CHAPTER XXXI 

TRANSPORTATION. THE RAILROADS 

Transportation, no less than trade, is necessary to make 
possible the benefits of division of labor. 

Suppose there were no transportation, — Suppose for 
a moment that there were in the United States no steam 








Transportation in Part of the Far East, where there 
ARE No Railroads or Automobiles 

or electric railroads, no automobiles, no canals, and no 
ships on the lakes and rivers or on the ocean. Of course 
there would be hardly any territorial division of labor. 
There would also not be much personal division of labor. 
The people of each little community, town, village, or 
county, would have to depend on their own efforts and 
on their own land and capital for almost everything. For 
example, people living along the shores of New England 
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would have plenty of fish at a low costo But they would 
find it hard to raise wheat and corn on their rocky fields, 
and what grain they had would have a high cost of pro- 
duction and so a high price. On the rich soil of the 
Mississippi valley wheat and corn would be raised 
cheaply, but that would do the New England people no 
good. Our southern states are the greatest cotton region 
in the world, and cotton is raised there at a very low 
cost; but that would not help the New England resi- 
dents to get cheap clothing. Moreover there would be 
a multitude of useful things, now enjoyed as a matter 
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of course, which they could not have at all. One of the 
cheapest kinds of fruit, on nearly every American table, 
is the banana. It is raised hundreds and thousands of 
miles away. Without transportation most of us would 
have to do without tea, coffee, sugar, spices; and this 
is just the beginning of the list. 

Again think what would be the condition in manufac- 
turing. Would there be huge flour mills in certain cities 
of the middle west? Would there be great shoe factories 
in New England towns and huge steel mills in the middle 
states? Certainly not. The only thing that makes 
large cities and great factories possible is transportation. 
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The great cotton mills of a few cities now produce cotton 
cloth for the whole country, and, by means of a high 
development of division of labor, they produce it very 
cheaply. Such factories can exist only if they can sell 
an enormous output. But the people themselves of 
these cities use only a small fraction of the product. If 
they could sell their product only to the people in their 
own town, these great factories would have to go out of 
business. Cotton cloth would have to be made, at a 
heavy cost, in small factories, or even in the people’s 
homes and in little shops by means of the old-fashioned 
spinning wheel and the hand loom. The people of the 
whole country would lose their chance to buy cotton cloth 
at a low price. 

Transportation reduces costs of production. — The 
great thing that transportation does for us is to keep 
down the costs of production, to make things cheap. In 
each of the different parts of the country and of the 
world there are certain things which can be produced 
at a low cost of production. Transportation gives other 
parts of the country and the world the advantage of 
this low cost. Most things can be produced more cheaply 
where they are made by wholesale methods in large 
establishments. Transportation makes this possible and 
gives us all the advantage of the lower prices that result. 

Importance of transportation. — It would be difffcult 
to exaggerate the importance of transportation in the 
production of wealth. In fact, the whole difference 
between the scanty production of the savage tribe and 
the enormous production and accumulation of wealth of 
the modern civilized nation may be measured by the 
development of transportation. Were it not for our 
system of railroads, canals, and ocean shipping, the 
whole middle western country of the United States would 
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be a sparsely settled wilderness, the city of New York 
would be an insignificant village, Chicago would be a 
frontier trading post, and we -should all be forced to live 
upon the products of our own immediate neighborhood 
and our own efl'orts, mostly produced at heavy cost. We 
should be deprived of all the useful products of other 
lands and climes. Few subjects in economics are more 
worthy of study than the modern transportation system. 
Railroads. — As every one knows, the bulk of land 
transportation is handled by the railroads. We can 
best learn about the economics of transportation by 
studying the American railroad system. The railroads 
of the United States are owned and operated by great 
corporations, in which thousands of persons have invested 
wealth through ownership of their stocks and bonds. 
The railroads are thus private wealth operated by their 
Owners for private gain like any other business. 

Railroads dependent on government. — But the rail- 
roads are not simply private businesses. They have 
very important public relations. In the first place, the 
railroads could not have been built without the aid of 
the government. To lay out its lines, a railroad must 
secure a ^Aight of way,’’ that is, a narrow strip of land 
on which to lay its tracks. This land has to be bought 
from the persons who own it. A few owners, by refusing 
to sell, could block the whole enterprise. This would 
almost certainly happen if the railroad company did not 
have the aid of the government. The government has 
the right to purchase private property for public pur- 
poses, even though the owner may be unwilling to sell 
And if the government and the owner cannot agree on 
a price, the price to be paid by the government is 
appraised,” or determined by an impartial officer 01 
board. This right of the government is called the righi 
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of eminent domain, and the process of seizing private 
property and purchasing it at an appraised price is called 
condemnation d' (See Chapter VI, p. 47.) The gov- 

ernment, exercising its right of eminent domain, comes 
to the aid of the railroad company and enables it to 
secure the land it needs for its right of way. The 
government sometimes helps the railroad in other ways, 
as by the gift of public lands or by aiding it in securing 
capital through the issue of its stocks and bonds. 

Public dependence on the railroads. — The govern- 
ment thus cooperates with the railroad because it believes 
that the public will derive a benefit from the railroad. 
In return for the government’s aid, the railroad company 
is required to give proper service to the public. A cer- 
tain minimum number of trains, passenger and freight, 
must be run, schedules must be maintained, winter and 
summer, rain or shine, certain standards of equipment 
and service must be kept up, safety devices must be 
installed; and for its services the railroad must make 
reasonable charges. To insure the carrying-out of its 
part of the bargain, the railroad must submit to regu- 
lation of its business by the government. Thus the 
United States Interstate Commerce Commission and 
various state railway and public service commissions 
exist to regulate the railroads. 

“Public utilities.’’ — A railroad is not merely a private 
business, like a grocery store. The store can sell what 
it pleases, it can refuse to sell certain things, or it can go 
out of business altogether, and it can charge any prices 
that it can get. If the people do not like its goods or its 
prices, they do not have to trade with it; they can go 
elsewhere. Not so with the railroad. The public are 
dependent on the railroad; if the railroad does not give 
good service, the people have generally nowhere else to 
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turn. The prosperity of their business, their pleasure 
and comfort and health, even their lives," are dependent 
upon the regular and adequate . service of the railroads. 
The public has a stake in the railroads and, in return for 
the privileges which the railroads have received, the 
public has a right to insist upon adequate service and 
reasonable charges. It is on account of this relation 
between the railroads and the public that the railroads 
are cahed puhHc 'ui’ilit'ics or publtc scTvicc coTpoTatiofis^ as 
distinguished from ordinary private business. 

Monopolies of organization. — We come now to 
another important peculiarity of the railroads; they 
generally tend to become “monopolies of organization,” 
a form of monopoly that was mentioned in Chapter XX 
and will now be more fully explained in our study of the 
railroad business. In Chapter XIX we learned that 
some industries operate under conditions of “decreasing 
costs”; i.e., the greater the amount of the product, the 
less does it cost per unit. The railroads furnish a fine 
illustration of this sort of industry and of the tendency 
of such industries to become monopolistic. Let us see 
how it works out in the railroad business. 

Decreasing costs. — The building of a railroad is 
enormously expensive. The land for the right of way 
is costly. The construction of the roadbed and tracks 
is a heavy bill. Stations and terminals, locomotives 
and cars, and other equipment are all expensive. The 
railways of the United States have cost on the average 
from $60,000 to $70,000 a mile. Many millions of dol- 
lars must be invested in the capital of a modern railroad 
system. This is called fixed capital, because it is in such 
form that it can be used only in the railroad business; 
it cannot be taken out and devoted to some other use if 
the railroad should prove unprofitable. Every railroad 
F. Es. Econ. — 2x 
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has to have a huge fixed capital. This capital must be 
bought and paid for, repaired and kept in good condition, 
regardless of whether the railroad is doing much or little 
business. It follows that if the railroad is doing only a 
little business the cost per unit will be greater than if a 
large business is done. The more the business, the less is 
the cost per unit. In other words, we have an industry 
operating under conditions of decreasing costs. And 
the reason is the presence of a large fixed capital, or plant. 

Of course there is a limit to this. When the railroad has 
so many passengers and so much freight to carry that its 
stock of locomotives and cars is not sufficient, it will have 
to buy more. Increased business may necessitate larger 
and better stations and terminals. Finally it may have to 
widen its right of way and lay more tracks. All this of 
course adds to the fixed capital and increases the cost. 

But thereafter the condition of decreasing costs appears 
once more; with increased business the costs again 
diminish until once more it becomes necessary to increase 
the plant. 

Monopoly more economical than competition. — An 
important result of this condition of decreasing costs is i 
that transportation can be furnished more economically 
by one railroad than by two or more competing rail- 
roads. If one railroad can handle the business, it would 
be a great waste of capital to build a second costly plant; 
and the business, divided between the two railroads, ; 

would evidently cost more to handle than if performed ; 

by a single railroad. Even when the traffic becomes too 
great for one railroad to carry, it is cheaper to increase 
the plant of that railroad than to build an entirely new 
railroad. The first road need only add new tracks, at 
a cost far less than the expense of laying out and grading 
an entirely new roadbed. Instead of building a whole 
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new set of stations and terminals, it need only add to 
the size of certain ones and perhaps build a few new 
ones. The old railroad can therefore enlarge its plant 
and take care of the increased business more cheaply 
than could be done by building a new railroad. 

Tendency to monopoly* — It follows that the railroads 
tend to be monopolies. This is because the monopoly 
can perform the service more economically than can be 
done by competing railroads. Furthermore, the monop- 
oly, if properly regulated, is to the advantage of the 
public, simply because it is more economical. 

^‘Cutthroat’’ competition. — Another reason for the 
tendency to monopoly is the peculiar character of the 
competition between concerns operating under conditions 
of “decreasing costs. Each concern sees that the more 
business it can get, the lower will be its costs. It is 
therefore especially eager to take business away from 
its competitors and, if possible, to drive them out of 
business. It may even be willing temporarily to do 
business at a loss in the hope of driving its competitors 
out of business. This kind of competition is called 
mUhroat competition. Let us see why it is especially 
important in the railroad business. 

Railroad expenses. — A railroad gets its income 
mainly from the sale of tickets to passengers and the 
payments made by shippers for carrying freight. Its 
expenses are of many kinds but may be classified into 
three principal groups, 

(i) Fixed charges. — First there are the fimd charges^ 
which mea^ns those expenses which have to he borne whether 
any btmness is being done or not. The chief item is 
interest on the railroad company’s bonds. The company 
has borrowed money, usually for its fixed capital, and 
the lenders have a right to their interest whether the 
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road does a big business or a small business or no busi- 
ness at all. 

All other expenses are called operating expenses^ be- 
cause they continue only while the road is doing business. 
If the road should go out of business, the fixed charges 
would continue, but the operating expenses would cease. 

(2) General operating expenses. — Operating expenses 
are divided into two classes, general operating expenses 
and particular operating expenses. The former are those 
operating expenses whose amount does not depend very 
much on the amount of business done; for example, the 
salary of the president and other chief officers of the 
company, and a good deal ot the cost for heating and 
lighting stations, protecting and keeping up the plant. 
Such expenses as these will be about the same when the 
road is doing a big business as when its business is small. 

(3) Particular operating expenses. — Particular operat- 
ing expenses, on the other hand, are those operating expenses 
which apply to particular units of business and whose 
amount therefore varies quite closely with the amount of 
business done. For example, the amount of coal burned 
in the locomotives depends on the number of trains run 
and on the number and weight of cars in the trains. 
The wages of the train crews also vary with the amount 
of business done. 

Railroad expenses and “cutthroat’’ competition.— 
When a railroad increases the number of passengers and 
freight carried it increases its particular running expenses 
but does not materially increase the general operating 
expenses or the fixed charges. Evidently the total of 
all the expenses becomes less on the average as the rail- 
road succeeds in getting more business. The way to get 
business away from a competitor is to lower the price 
charged. When two or more railroads are competing 
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for the same business, the tendency is for each to try 
to attract business from its rivals by cutting the rates 
charged for carrying passengers and freight. This is no 
more than happens in ordinary competition. But ordi- 
nary competition, as we have learned, has a limit, in that 
no competitor will for any considerable time sell goods or 
services for less than they cost him to produce. In the 
“cutthroat” competition between railroads, rates may 
be cut down to cost and right on below cost for a long 
time. This surprising fact will be made clear by study- 
ing a simple example. 

Let us suppose that a certain railroad company had 
the following income account for the year 1920 (for 
simplicity we will assume that the entire business of the 
railroad consisted in carrying freight; there .was no 
passenger business); 

Income Expenses 

From carrying freight Fixed charges (interest 

(400,000,000 ton- on bonds) $1,000,000 

miles if) $4,000,000 General operating exp, 500,000 

Particular operating 

exp 2,000,000 

Balance (profits) .... . . 500,000 

$4,000,000 $4,000,000 

The ‘‘ton-mile.” — The term ton-mile is the unit in 
which railroads customarily measure their freight busi- 
ness. It is the equivalent of carrying one ton of freight one 
mile. Thus a ton of freight carried from New York to 
Boston, a distance of 225 miles, counts as 225 ton-miles. 
Ten tons carried i mile count as 10 ton-miles. Twenty 
tons carried miles count as 70 ton-miles. 

Rates below cost. — The railroad in our illustration 
gets I cent for each ton-mile that it carries. This i cent 
pays for the following items of cost as shown by the 
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other side of the account; fixed charges, | cent; general 
operating expenses, 4 cent; particular operating ex- 
nenses f cent; and profits, | cent. Now suppose there 
is a competing railroad and our road is trying to get 
some additional business which the competing road 

aL wants. Both roads begin to cut prices. How far 

fan our road afford to go? It might offer to take the 
frei'^^ht at | cent a ton-mile. That would be just equal 
to cost. Could it go lower? On first thought one- would 
sav No it can’t afford to do business at less than cost. 
Eft let us consider a moment. Suppose it could get 
some new business at a rate of f cent. Should our 
road take it? The new business would not increase the 
fixed charges at all, nor the general operating expenses. 
The only additional cost that comes from taking new 
business is | cent a ton-mile for t^e ParUcular operating 
expenses relating to the new freight. Then at s cent, 
oS road would have | cent profit on each ton-mile 
after paying all the additional cost. Any rate above 
1 cent will be better than not to get the new business 
It all. Any rate below | cent would inean that our road 
would lose on each ton-mile of new freight carrie . 

The results of “cutthroat” competition. - So iar we 
have assumed that our railroad had plenty of business 
at I cent a ton-mfie to pay for its fixed charges and ^en- 
fa? operating expenses. But when two railroads star 
on a “rate war” of “cutthroat” competition it will not 
be lon^ before a good part of their business is being done 
ai “teCiust sufficient to cover Patticular operat.^ 
expenses, and tee is not enot^h revenue to pay ffie 
fixed charges and general operate expenses. They Ke 
now on the straight road to bankruptcy. And^it wfil 
do no good to refuse to take business at such ruin- 
ous rates.- It is better to take the business and 
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have even a littie above particular operating expenses 
to help out on fixed charges, rather than to leave the 
business to the rival road and have nothing at all toward 
fixed charges. So the “rate war’’ goes merrily on. It 
will end only when one of two results is reached: either 
one road gives up and goes out of business, leaving the 
other road in control of a monopoly, or, as generally 
happens, the two roads get together and form a combi- 
nation, agreeing upon a division of the business or upon 
rates that will be profitable. In either case competition 
has ceased and monopoly or combination has appeared. 

We see, then, (i) that the railroad business is more 
economically performed by a monopoly than by a num- 
ber of competing roads; and (2) that competition between 
railroads tends to result finally in combination and 
monopoly. In the next chapter we shall look further 
into the matter of railway rates. 

EXERCISES 

1. It is sometimes said that the railroads enrich the people of 
the United States to the extent of the profits earned by the owners 
of the railroads. Show that this is not the real service of the rail- 
roads to the people of the United States. How can we measure 
the service which the railroads render our people? 

2. Make up a definition of the term ^^public utilities.” Make a 
Hst of industries which you would place in this group. Give reasons. 

3. Why does not competition in the grocery business become 
cutthroat competition”? 

4. Make a list of the different kinds of expenses involved in the 
railroad business and point out the differences between them. Which 
of these expenses is the cause of decreasing costs? Why? 

$. The policy of our government for a long time was to forbid 
monopoly in the railroad business. What was the probable reason 
such monopoly was feared? Show that this was not a wise policy. 

References for further study. — Taussig, F. W., Principles of 
Econmiics, Thiid Revised Edition (1921), Vol. II, pages 389-395. 
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RAILWAY RATES AND RAILWAY REGULATION. 

SOME OTHER PUBLIC UTILITIES 

Joint costs. — There are other interesting features of 
the railroad business besides those studied in the pre- 
ceding chapter. One of the most important is that it is 
never possible to tell what it costs to perform any partic- 
ular service. What does it cost the New York Central 
Railroad to carry a ton of wheat from Chicago to New 
York? We could get some idea of the cost of running 
that particular train. But that train may have carried, 
not only wheat, but a score of other kinds of freight, 
farm machinery, automobiles, canned vegetables, dressed 
meat, lumber, and so on. How can we divide the cost 
of running the train among these different kinds of 
freight? We cannot divide it merely according to weight. 
It would be absurd to say that the cost of carrying a 
ton of wheat in a carload lot was the same as for a ton 
of miscellaneous freight made up of fifty small packages 
each requiring separate handling. There is no possible 
way of making the division that would be of any value. 
And this is only the beginning of the difficulty. The 
cost of running the train is by no means the whole cost 
of carrying the ton of wheat. There is also the cost of 
keeping the track in repair, the maintenance of the 
stations, the wages and salaries of station masters, sec- 
tion hands, and other workers, up to the president of 
the company, and the interest on the borrowed capital 
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All these services were necessary in order that a ton of 
wheat might be carried from Chicago to New York. 
But they also served for carrying millions of other parcels 
of freight over hundreds of different routes and, still 
more difficult, for handling the railroad's passenger 
business. There is no possible way of separating railroad 
costs between freight and passenger business or between 
the different kinds of freight. Costs which cannot he 
assigned to particular units of service are called joint costs. 

Charging what the traffic will bear.’’ — The fact that 
most railroad costs are joint costs” has made it impossi- 
ble for the railroads to fix their rates upon the basis of 
cost of performing the service. This is different from 
ordinary competitive prices, which, as we have seen, are 
normally equal to the cost of production. A railroad 
company ordinarily puts its rate on each particular kind 
of freight at the point at which it can get the most prof- 
itable business. It finds that it can charge high rates 
for goods of great value and small bulk. A ton of watches 
is worth thousands of dollars; a ton of coal is worth 
only $5 or $10. The railroad can charge the shipper of 
watches a high rate without adding very materially to 
the cost of the watches at the end of the haul. If a 
similar rate should be put on coal, it would make the 
coal so expensive that no one could buy it at the end 
of the haul, and therefore it would not be shipped and 
the railroad would not get the business. The railroad 
therefore makes a high rate on watches because it can 
get the high rate, and it makes its rate on coal low enough 
so that it will pay people to ship coal. So it is with ail 
the different kinds of freight. On each kind the railroad 
makes a rate as high as it can and still get a profitable 
business. This method of determining rates is called 
charging what the traffic will bear. 
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Effect of competition on rates. — In fixing rates^ it 
makes a great difference whether a railroad has compe- 
tition or not. Every railroad has a monopoly on its 
local business; i.e. the business between points on its 
system which are not connected by another railroad. 
On this business the railroad can charge high rates on 
the principle of “what the traffic will bear’’ without 
much interference. But there is likely to be competition 
from other railroads for the through business, by which 
is meant the business from one end of the system to the 
other or between important places connected also by 
another railroad. To get its share of this business the 
railroad will generally charge rates a good deal lower 
than on its local business. Indeed it is on the through 
business that “cutthroat” competition is likely to take 
place, with the results which we have seen. 

Rate discrimination. — With railroad rates determined 
as they are, there is certain to be discrimination; i.e. 
different treatment for (i) different kinds of goods, (2) differ- 
ent places, and (3) different persons. 

(1) Discrimination between goods. — Discrimination 
between kinds of goods is, as we have seen, a necessary 
part of charging what the traffic will bear. It always 
occurs, whether there is competition or not, and it needs 
no further explanation. 

(2) Discrimination between places. — The other two 
forms of discrimination are the result of competition. 
As we have seen, local rates are likely to be high, and 
through rates, low; this of course causes discrimination 
between places on the same railroad system. Let us study 
some examples. Figure 24 represents five cities on three 
railroads. The X. & Y. R. R. will charge high rates on 
the local business between A and B, B and C, C and E. 
But there will be low rates between A and E because there 
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is competition here with the M. & N. R. R. The rates 
from D to E are likely to be higher than from A to E, 
even if the distance is shorter, because the P. & Q. R. R. 
has no competition here. 

Now let us suppose that ^ ■ 
there are flour mills located 
at each of the places A, B, 
and D, and that they are all 
selling flour in the market of 
E. The millers at D may find 
that it costs more to get their 
flour to market than the flour shipped from A. This 
injures them and helps their competitors in A, and 
it does not appear reasonable since D is closer to E 
than A is. 

“Long and short haul’* question. — But the case of 
the miller at B is even more remarkable. He may find 
that the rate on his flour to E is actually higher than 
the rate from A to E, though the latter route .includes 
the route from B to E, with the additional distance 
A to B. This favor to his competitors in A looks highly 
unreasonable to the miller at B. This situation illustrates 
the famous “long and short hauE’ controversy. It is 
generally considered that it is not reasonable to charge 
more for a short haul than for a longer haul which includes 
the short distance. The United States government has 
finally forbidden such discrimination, with certain 
exceptions. But this is such a natural result of railroad 
competition that it has proved impossible to stop it 
entirely. ■ 

Discrimination between places is a very serious thing. 
Cities may be made prosperous or ruined by specially 
favorable or unfavorable railway rates. Whole sections 
of the country may depend for the prosperity of their 
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industries upon the rates charged by the railroads. Yet 
discrimination is absolutely inevitable where there is 
competition, and it i$ doubtful if it could be entirely 
removed even under monopoly. 

(3) Discrimination between persons. — Discrimination 
between persons is another result of railroad competition. 
Some shippers have such enormous quantities of goods 
to transport that it becomes very important for the 
competing railroads to get their business. The railroads 
are thus led to offer cut rates by secret agreements with 
certain favored shippers. The big shippers also take a 
hand in the game and, by playing one railroad off against 
another, try to get the best possible rates for themselves. 
There has been a great deal of this sort of discrimination 
in the railroad history of the United States. It is said 
that one of the chief causes of the growth and power 
of certain large corporations was the special favors they 
received, by secret agreement and otherwise, from 
several of the great railroads. 

Nothing can be said in favor of this kind of discrimina- 
tion. Public opinion is united against it, and the United 
States government has made it illegal and sought to put 
a stop to it. However, so long as competition exists 
between the railroads, the temptation to work for per- 
sonal discriminations, both on the part of the railroads 
and the great shippers, is so great that it is doubtful if 
the practice can ever be entirely stopped. 

Monopoly vs. competition. — We have already learned 
that railroad service is likely to be performed more 
economically by a single company with a monopoly than 
by two or more competing roads. We now see that rate 
discrimination of various sorts is an inevitable result of 
competition. For both of these reasons it is the general 
opinion among those who understand the railroad prob- 
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lem that a monopoly, properly regulated, is more favor* 
able to the public • interest than railroad competition. 
There are those who still consider competition ad- 
vantageous, because it makes certain rates lower. But 
it has been shown that such low rates are only temporary. 
Consolidation and monopoly will come sooner or later, 
and so the end of “cutthroat” rates. And even while 
they continue, it is certain that temporary low rates, 
coupled with uncertainty and discrimination, are not in 
the interest of the public. Definite, honest rates, not 
subject to sudden and violent changes, giving equal 
treatment to all shippers, reasonable consideration to 
different classes of goods, and a square deal to all locali- 
ties, would be worth far more to shippers and the public 
than occasional cheapness of transportation. Such 
rates can be had only when it is recognized that the 
railroad business is inherently a monopoly, and that 
properly regulated monopoly, not competition, is in the 
public interest. 

American railroad history. — The history of the 
American railroads is an interesting story. We cannot 
go far into it here. Since the first railroad was built 
(in 1830), the growth has been extraordinary. By the 
time of the Civil War there were over 30,000 miles of 
railroad lines in this country. By 1900, this mileage had 
grown to over 190,000, and in 1921 it was more than 
250,000. The whole country is now covered with a net- 
work of railway lines. 

Early reliance on competition. — Many of the early 
railways in the United States were built and owned by 
the several state governments. The states did not make 
a success of their ventures into the transportation busi- 
ness. The state railroads were generally failures and by 
the middle of the nineteenth century had been given 
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up to private ownership. From that time the public 
did everything possible to encourage private companies 
to build railroads as widely and as rapidly as possible. 
Little thought was given to rates or service or to the 
necessity of government regulation, the general idea 
being that competition between the railroads would 
insure to the public good service at rates just high enough 
to cover the cost. 

Results of competition. — Gradually the American 
public woke up to the fact that things were not going 
as expected. Railroads were being built and rapidly 
extending over the country. This was as it should be. 
But there was not complete satisfaction with the service 
given, and there was widespread dissatisfaction with the 
rates charged. It was generally felt that the railroads 
were asking altogether too much, and this feeling was 
strengthened by resentment at the large profits of some 
of the railroads and the handsome private fortunes that 
were being accumulated out of the railroad business. 
Competition, instead of producing the beneficial results 
expected of it, was actually producing the results which 
we have learned are inevitable. There was discrimina- 
tion. Some sections found their industries throttled by 
high rates while other places were flourishing under 
special rate favors. Personal discrimination was common, 
including the notorious abuse of the system of free passes. 
There was suspicion that in all this discrimination the 
private interests of the railway managers were unfairly 
favored. 

Breakdown of competition. — Furthermore, competi- 
tion was already showing the tendency to break down 
and lead to monopoly, which we have learned is a natural 
result of railroad competition. The railroad managers 
were seeking to avoid the ruinous effects of cutthroat com- 
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petition by forming combinations of various sorts, espe- 
cially ''pools’', dividing territory or traffic or profits, and 
rate agreements. The railroads were also powerful in 
politics and obtained favorable consideration of their 
interests by the United States Congress and the legis- 
latures of many states, by methods which were not 
always above reproach. During all this period some 
of the most prominent railway managers showed a 
frank contempt for the public interest, which helped 
fan the flame of popular resentment. 

Government regulation. — The public finally demanded 
that something be done by the government. The first 
attempts were made by the states, beginning about 1870. 
State regulation was not very successful, largely because 
the railroad business is not confined to state lines. No 
state could control the railroads beyond its own borders, 
and under the United States constitution the states are 
forbidden to interfere with interstate commerce. The 
United States government first took a hand in 1887, 
when the Interstate Commerce Act was passed and the 
Interstate Commerce Commission established. Since 
then there has been a great deal of legislation, and the 
railroads have come more and more under the control 
of the United States government. 

Mistakes of regulation. — Our regulation of the 
railroads has not all been wise or successful. The public 
has generally failed to understand that monopoly in the 
railroad business was inevitable and on the w^’hole bene- 
ficial. They saw the tendency of the railroads to form 
combinations and agreements, w^hile at the same time 
they were experiencing the evils which have been de- 
scribed. Failing to see that these evils were mostly the 
results of competition, the public thought they were the 
result of combination and that the remedy was to forbid 
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acrreements and compel the railroads to compete with 
one another. This was the general character of the regu- 
lation down to the World War. Many abuses were 
corrected, but some of the worst evils of discrimination 
continued. The rate tangle was only partly reheved. 
Pools and rate agreements being forbidden, the ra.ilroads 
were forced into secret arrangements to accomplish the 
same ends. Another result was the creation of actual 
consolidations, great railway systems formed out of a 
number of smaller roads. This the law could not prevent. 

Decline of railway profits. — One unforeseen effect of 
the regulation of the railroads was in connection with 
the world-wide rise in prices during the first fifteen years 
of the twentieth century. Railway expenses rose with 
all prices. But the Interstate Commerce Commission, 
now having control of railway rates, refused to permit 
a corresponding increase in rates. The railways were 
hard hit, their profits declined alarmingly, and some of 
the weaker roads faced bankruptcy. Investors did not 
care to put their capital into the business, and the rail- 
ways were unable to maintain their plant. The country 
was threatened with failure of the railways to furnish 
adequate service. 

Experience of the World War. -This was the situa- 
tion in 1917, when the United States entered the World 
War. On account of war necessity the Uriited States 
government took over practically the entire railway 
system of the country and operated it. The government 
at once found it necessary to do many of the things 
which had been forbidden to the companies. In particu- 
lar, pools and combinations cf various sorts were made 
and rates were greatly increased. Increased wages for 
■ railway labor and other increased costs added also to 
railway expenses. Financially the government operation 


SOME OTHER PUBLIC UTILITIES 


331 

of the railways was not profitable, heavy losses being 
incurred. About a year and a half after the close of 
hostilities, March i, 1920, the railroads were turned 
back to their owners. Certain guarantees were given 
to enable the railroads to get on their feet again. They 
were permitted to charge much higher rates than before 
the war. Also the laws were changed so as to permit 
and even encourage the agreements and combinations 
which we have seen are the natural steps in railway 
developmentc 

Public opinion toward the railroads. — Before the war 
public opinion and the attitude of the government was 
distinctly hostile to the railroads. In the early days the 
railroads had snapped their fingers in the face of the 
public. Now the public had the upper hand, and people 
felt it was the time ‘^to get even.’’ There was a sort of 
poetic justice in this. But it was really quite foolish, 
for two reasons. First, injury to the railroads in 1910 
would not punish the men guilty of railroad abuses in 
1870. They had made their fortunes and left the busi- 
ness. There was no justice in punishing present owners 
and managers for the sins of their predecessors. And, 
secondly, the public needs the railroads. Regulation 
which forbids a fair profit to the railroads, frightens 
away investors, and leads to deterioration of plant and 
inadequate service, hurts the railroads, of course. But 
it hurts the public more. This is the sort of thing called 

cutting off your nose to spite your face.” It is probable 
that the war experience taught this lesson, for ^^ater 
railroad regulation has been along more reasonable lines, 
recognizing the double nature of the railroads as public 
utilities.” 

Street railways. — The economic principles which we 
have learned concerning the railroads apply very closely 
F. Es. Econ. — 22 ' ■ 
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to other forms of transportation and communication. 
The railways of our cities are public utilities.’^ 

They have a special privilege from the city government 
in the right to lay tracks in the city streets. They serve 
the publiCj which has the right to demand certain stand- 
ards of service and reasonable rates. The evils of 
competition and the superiority of monopoly are evident. 
Regulation by the government, city or state, is neces- 
sary. All of this is clear in the light of our study of the 
railroads. 

Express. — The express business is handled in most 
countries by the railroads. In the United States it is 
in the hands of separate corporations, but very closely 
connected with the railroads. One result of the World 
War was the consolidation of nearly all the express 
business in the hands of one great company. The char- 
acter of the express business as a public utility may be 
understdod from our study of the railroads. 

Telephone and telegraph. — Communication is mainly 
conducted by the post office, the telephone, and the 
telegraph. The post office, being everywhere a govern- 
ment business, will be studied in a later chapter (Chap- 
ter XLII) . The telephone and telegraph are great private 
businesses in the United States. They are “public 
utilities,’’ largely monopolistic, and subject to the same 
general principles as the railroads. 

Local public utilities. — Mention may be made here 
of certain other “public utilities,” generally concerned 
with the furnishing of services to city dwellers. These 
are the water companies, gas companies, electric light 
companies, and some other similar enterprises. Though 
they are not engaged in transportation, most of the 
principles which we have learned about the railroads 
will apply also to these public utilities. 
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EXERCISES . , ■ 

1. One shipper in Pennsylvania sends a ton of shoes and another 
shipper sends a ton of coal to Chicago. The ton of shoes contains 
a thousand pairs worth $10 each at the shipping point in Pennsyl- 
vania; the ton of coal is worth $7 at the shipping point in Penn- 
sylvania. Assume that the railroad charges an “equal” rate of 
twenty dollars a ton for both shipments and show what the effect 
of this rate would be on the price of the shoes and the coal in Chicago. 
Is this rate really equal for the two shipments? 

2. If rates were fixed by the principle of charging the same 
amount per ton for all kinds of freight, what kinds of traffic would 
fall off? Why? 

3. Make up a definition for the expression “charging what the 
traffic will bear.” What rule does the railroad manager employ in 
determining whether traffic will bear a high rate or not? 

4. Wh}^ should discrimination between persons be prohibited by 
law? 

5. Show that if there were no competition in the railroad business 
there would probably be no difference between the long haul and 
the short haul rates per mile. 

6. It was once proposed that the government should control the 
practices of the railroads by building parallel lines alongside every 
important line and thus forcing these roads to compete for their 
business. Why was this an unwise proposal? 

References for further study. — Seager, H. R., Introduction to 
Economics (1905), pages 460-475. Fetter, F. A., Modern Economic 
Problems (1916), pages 408-426. Taussig, F. W., Principles of 
Economics, Third Revised Edition (1921), Vol. II, pages 395-418. 
Ely, R. T., Outlines of Economics, Third Revised Edition (1916), 
pages 557-576. Hadley, A. T., Railroad Transportation (1900), 
(see Table of Contents.) 


CHAPTER XXXIII 


FOREIGN EXCHANGE 

How do American exporters get their pay? — Jones & 
Anderson are cotton brokers in a southern city. Their 
business is to buy up cotton from the farmers in the 
neighboring territory and then to sell it to factory owners 
who want to make it up into thread and cloth. Much 
of their cotton is sold to persons in foreign countries. 
A great part of the cotton grown in our southern states 
is sold to manufacturers in England. Suppose Jones & 
Anderson have an order from a factory owner or another 
broker, in Liverpool, England, for 6o bales of cotton. 
They buy the cotton and ship it by railroad and ocean 
steamer to the purchaser in Liverpool. But how do 
they get their pay? If goods are sold at home the buyer 
pays with money or with a check. How is it with foreign 
payments? It would be very awkward if the English 
buyer had to send money by mail or express, and even 
at that the American seller would find it inconvenient 
to be paid in English money. Ordinary bank checks 
cannot be used, for they are usually not acceptable 
outside the country of their origin. 

Foreign exchange. — International payments are made 
by means oi foreign exchange. The process is somewhat 
more complicated than domestic payments, but foreign 
exchange need not be the dark mystery that it appears 
to those who have never studied it. It can best be 
understood by following carefully each step in (i) a sale 
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of American goods to a foreigner (an export), and (2) a 
purchase of foreign goods by an American (an import). 

An export of cotton. — Our friends, Jones & Anderson, 
export 60 bales of cotton to John Brown, a cotton manu- 
facturer in Liverpool, England, who has agreed to pay 
£1,500. Jones & Anderson see that the cotton is put 
aboard the train or ship, with orders to ship it to Brown. 
The railroad or steamship company gives them a receipt 
for the cotton, which is called a 0/ lading: Jones & 
Anderson now proceed to draw a hill of exchange upon 
Brown. 

The bill of exchange. — What is a bill of exchange? 
It is an order drawn by a creditor directing his debtor to 
pay money to some third party. The simplest example 
of a bill of exchange is the ordinary bank check (see 
Chapter XXIV, p. 233). The depositor is the creditor of 
the bank, since the bank owes him money on account of 
his deposit. He draws a check, ordering his debtor, the 
bank, to pay money to some third party named in the 
check. 

In the case which we are studying, Jones & Anderson 
are the creditors and John Brown is the debtor, since 
he owes them the amount of money which he had agreed 
to pay for the cotton. When they made their contract 
to buy and sell cotton, it was agreed that Jones & Ander- 
son should have the right “to draw upon” Brown when- 
ever they shipped any cotton. The most important parts 
of the bill of exchange in this case would be as follows: 

TIq fohyv Buyuyyv, JHcj-eA/fwol, €n<^lam(d. 

Pay to the order of BamJc . ... £/ , 600 . 

(signed) If (Zndc'cQmt- 
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We have here the two parties to the sale, the American 
exporter and the English importer. But how does the 
Merchants Bank come in? This is a bank in the city 
in which Tones & Anderson do their business. They 
name the bank in their bill of exchange because they 
intend to sell the bill to the bank. The bank buys the 
bill paying for it about $7,300> approximately the equiv- 
alent of £i,Soo in United States money. Jones & 
Anderson have now shipped the cotton and received 
their pay. They have ordinarily no further interest in 
the matter. But the transaction is by no means finished. 
The bank has still an important part to play. 

The bankers’ part in foreign exchange. — When 
Tones & Anderson sold the bill of exchange to the bank 
they gave up the bill of lading and probably also an 
insurance policy, showing that the cotton 
insured against loss on the way. The bank takes tl^e 
biU of lading, the insurance policy, and perhaps certain 
other papers and attaches them all to the bill of exchange^ 
These papers attached to a bill of exchange are called 
the “documents.” The bank now indorses the bill of 
exchange and mails it, with the documents attached, to 
some bank in England with which it has dealings and 
asks the English bank to collect the £1,500 
Brown. Mail ...steamers are generally faster than the 
,i f^t steamers, so that the bill of exchange probably 
^"ri^hes England before the cotton. The English bank 
presents the bill to John Brown and asks him to pay. 
He is generally glad to do so, because he cannot get his 
cotton from the steamship or railroad company without 
presenting thibill of lading, and he cannot grt the bu 

of lading from the banker until he pays the bill 
exchange, or makes some other arrangement satisfa.ctory 
to the banker. This explains why the bankers insist on 
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the bill of lading when they buy a bill of exchange. It 
protects them, since the debtor cannot get his merchan- 
dise until the banker gives up the bill of lading. 
Mr. Brown pays £1,500 to the English banker, receives 
the bill of lading, and gets his cotton. That ends the 
transaction, so far as he is concerned. The English 
bank credits the £1,500 to the deposit account of the 
Merchants Bank, and this transaction is closed. It is 
true the American bank has not received its money, but 
it has what we shall see is just as good — a deposit 
credit with the English bank. Each bank, of course, has 
made a small charge for its services. 

An import of cloth. — We must now see how the 
opposite sort of transaction is handled. J. B. Smith, a 
tailor in an American city, has bought 100 yards of 
woolen cloth from Gray & Sons, an English woolen 
manufacturing firm, for which he has agreed to pay 
£150. It might naturally be supposed that this cloth 
would be paid for in exactly the same way as the cotton, 
but with the American and English parties reversed. 
As a matter of fact, however, up to the time of the World 
War this was not the usual practice. In trade between 1 
America and England it has been the custom for bills,'; 
for imports as well as for exports, to be drawn by Ameri- ^ 
cans upon Englishmen, not by Englishmen upon 
Americans. After the war the customary practice was 
reversed, and opinions differ as to whether this is a 
permanent or a temporary change. Since it is important 
to understand both methods of settling foreign accounts, 
we shall continue our study on the basis of the practice 
that prevailed before the war. Mr. Smith, instead of 
waiting for some banker to present a bill of exchange for 
him to pay, must get a bill and send it to his English 
creditors. For this purpose he goes to his bank (say 



..;r 
f (* 


344 TRADE AND TRANSPORTATION 

the Merchants Bank) and buys a bUl of exchange for 
£150. He gives the bank approximately the equivalent 
in American money; that is, about $730.^ The most 
important parts of the bill might read like this. 

^ercbants iBank 

To €onayatidaZ&cL Ba,nk,, Lcyyidxyyv. 

Pay to the order oi f- B. oAkTCA £,/ 60 . 

(signed) Cashier. 


Smith indorses the bill, making it payable to Gray & 
Sons, and mails it to them. They take it to the Con- 
solidated Bank and collect their money. The London 
bank charges the amount to the account of the Merchants 
Bank, and the transaction is closed. 

How bills of exchange offset each other. — These two 
transactions are entirely separate, and yet they have a 
close economic relation. In the first case the Merchants 
Bank bought a bill of exchange from Jones & Anderson 
and had it collected and credited to its account with 
the Consolidated Bank of London. This credit gave it 
the right to draw bills of exchange upon the London 
bank, and when Smith came in asking for a bill on 
England the bank was able to draw one for him. When 
American bankers buy bills of exchange from the Ameri- 
can exporters, they obtain a credit with foreign banks. 
W'hen American bankers sell bills of exchange to the 
American importers, they draw upon their credit with 
the foreign banks. If the amounts of bills bought and 
sold were equal, then the American bankers could go on 
indefinitely settling the payments between American 
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exporters and importers and the foreign merchants with 
whom they are dealing, and without sending any money 
either way. As a matter of fact this is exactly the way 
in which the great bulk of international payments is 
settled. Practically all payments are by means of bills 
of exchange, and the payments due to foreigners from 
American importers for foreign goods imported are 
offset by the payments due from foreigners to American 
exporters for American goods exported. In the long 
run the amounts of these payments are just about equal; 
that is, the value of goods exported just about equals the 
value of goods imported. 

How gold shipments are handled. — But from time to 
time there is inequality. Exports exceed imports, or 
nice versa. Then the difference has to be settled by gold 
shipped into the country, or out of the country as the 
case may be. But even when gold is shipped, the mer- 
chants still make all their payments by means of bills 
of exchange. It is the bankers who attend to the shipping 
of gold. Let us see how this is done. 

An excess of exports. — Suppose that the Merchants 
Bank finds a great many exporters coming to it to sell 
bills of exchange, while only a few importers come to 
buy bills. When the bank buys bills it pays out its cash 
and gets a credit in London. When it sells bills, it 
receives cash and reduces its credit in London. Now it 
is clear that, if the bank goes on buying more bills than 
it sells, sooner or later its cash will be used up, although 
it will have piled up a big credit balance in London. 
When this condition approaches, the bank will have to 
do something to replenish its cash. It might, of course, 
refuse to buy any more bills, while continuing to sell 
until it had accumulated the proper amount of cash. 
But the banker can do better than this. He says to his 
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next customer wishing to sell a bill of exchange: have 

reached the point where I cannot buy any more bills of 
exchange unless I can bring over from London some of 
the gold which is due me there. If you are willing to de- 
duct from the normal price of your bill the cost of ship- 
ping from London the amount of gold which your bill 
calls for, I shall gladly buy it. Otherwise I must refuse.’^ 
The exporter will almost certainly accept this offer. It 
is the best he can do. He has money due him in London. 
If he does not sell a bill of exchange, he will himself have 
to pay for shipping the gold to America, and the bank 
can do this cheaper than he can. He will therefore sell 
his bill to the bank for something less than the normal 
price (i.e., the normal price minus the cost of shipping 
the gold), and the bank will have the gold sent over 
from London. So long as exporters accept this price 
for their bills, they will be able to sell them indefinitely, 
no matter how much the country’s exports exceed its 
imports. The bankers attend to bringing in gold from! 
abroad to make up the difference between exports and) 
imports. 

An excess of imports. — The explanation of the oppo- 
site case is quite similar. Suppose imports exceed' ex- 
ports. Then the American bankers find a large number of 
importers coming to them to buy bills of exchange, while 
the number of exporters offering to sell bills is not so 
great. When the bankers sell bills they receive cash in 
their own offices but draw down their deposit credits 
abroad. If they sell more bills than they buy, they will 
sooner or later use up their balances abroad while piling 
up a large amount of cash in their own offices. Before 
this point is reached the banker will say to his customers : 

My credit abroad is nearly exhausted. I cannot draw 
any more bills of exchange to sell to you unless I can 
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ship some gold over to my correspondent in London. 
If I sell you a bill of exchange I must charge you, in 
addition to the normal price, the cost of shipping to 
London the amount of gold called for by your bill.” 
The customer has to pay this extra price. He must pay 
his debt in London, and the only other way he can do it 
is by himself sending the gold. This would cost him 
more than the bank will charge for the service. So 
he pays the extra price. 

Summary. — To sum up, all international payments 
are made by means of bills of exchange, sold to or bought 
from the bankers. We see that in this way exports 
approximately balance imports without the necessity of 
sending much gold from country to country in payment; 
but that when exports are greater than imports gold is 
brought into the country, and when imports exceed 
exports, gold is sent out of the country, to settle the 
difference. And finally, we see that this import and 
export of gold is handled by the bankers. 

The rate of exchange. — The rate of exchange means ' 
ordinarily the price paid in the home country for one unit j 
of the money of a foreign country payable in that country.L i 
In other words, the rate of exchange is the price of foreign 
bills of exchange. For example, the rate of exchange in 
New York on London is the amount of American money 
that must be paid in New York for a bill of exchange 
calling for one pound of English money payable in 
London. The English pound is a gold coin containing 
metal worth a little more than $4,866 in our money. 

Par of exchange. — The value of the foreign money unit 
in terms of the money unit of the home country {both units 
being gold) is called the par of exchange. The par of 
exchange in America on England is $4,866+. The price 
of London exchange in New York is generally in the 
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neighborhood of $4,866. When it is exactly that, we 
say that exchange is '^at par.” 

Demand and supply of exchange. — To understand 
how the rate of exchange is determined we must remem- 
ber that the rate of exchange is simply a price (the price 
of foreign exchange) and that it is determined by the 
laws of demand and supply like any other price. The 
dealers in bills of exchange are the bankers. They buy 
and sell exchange just as a grocer buys and sells potatoes. 
The supply of bills of exchange comes from the exporters; 
as we have seen, they are the ones who draw bills of 
exchange on their foreign debtors and sell them to the 
bankers. The demand for bills of exchange comes from 
the importers; as we have seen, they are the ones who 
buy bills from the bankers in order to pay their debts to 
foreign merchants. 

When the rate of exchange is at par. — The rate of 
exchange on any foreign country will be that price at 
which the amount of bills of exchange called for is equal 
to the amount offered. When London exchange is ^^at 
par” in New York, the rate of exchange is $4,866. This 
means that at that price the amount of bills on London 
offered for sale by exporters is equal to the amount of 
bills that importers will take. When the imports and 
exports of the United States are about equal, the rate 
of exchange on London will be about at par. Since no 
gold has to be shipped, bills of exchange will be bought 
and sold at just about the value of the English pound 
in American money. Of course the bankers must make 
a profit, which they do by selling at a price a little higher 
than that at which they buy. 

When exchange is below par. — Now let us suppose 
that the country's exports increase and become greater 
than its imports. This means an increase in the supply 
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of bills of exchange. We have just seen that when exports 
exceed imports, the bankers soon find that they must 
pay less than par for bills of exchange. This is just 
v/hat we should expect according to the law of market 
price; i.e., that an increase in supply tends to cause a 
fall in price. So when the supply of bills of exchange 
rises (without an equal rise in the demand) the price 
must fall. When exports exceed imports, exchange is 
“below par.” 

The lower limit to the rate of exchange. — But now 
we come to a peculiarity of the rate of exchange, which 
makes it different from other prices. The rate of 
exchange, in normal times (exceptions wiU be noted 
later), can fall only so far; then it reaches a limit. 
Bankers will buy any amount of bills, so long as they can 
buy them cheap enough to enable them to import the 
gold. It costs about 3^ cents for the freight, insurance, 
commissions, and other expenses of shipping £i of gold 
from London to New York. When the price falls 35 
cents below par (i.e., to about $4.83) it becomes profit- 
able for the bankers to buy any amount of bills that 
is offered. To the demand of the importers there | 
is now added the demand of the bankers themselves, | 
and so at $4.83, no matter how great the supply, the I 
demand will increase accordingly, and the price cannot 
fall below $4.83. 

When exchange is above par. The limit. — Exactly 
the opposite takes place when the country’s imports 
become greater than its exports. Then the demand for 
Eills of exchange increases, and the price rises “above 
par.” Finally the bankers find that they must export 
gold, and they refuse to sell exchange except at a price 
equal, to par plus the cost of exporting the gold. It 
costs about 2I cents to send £i of gold from New York 
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to London (the difference between the cost of importing 
and of exporting being due to a difference in interest on 
the money tied up in the transaction). The bankers 
will therefore charge about $4.90 for London exchange. 
This is the upper limit of the rate of exchange. So long 
as this rate prevails, the bankers will sell any amount 
of exchange. To the supply of bills furnished by the \ 
exporters, the bankers add enough of their own bills j 
drawn against exported gold to make the supply always ^ 
keep pace with changes in the demand. 

The gold points.” — The rate of exchange fluctuates 
between these two limits, which are called the ^^gold 
points,” since they are the rates at which gold will be 
either imported or exported. The rate of exchange cannot 
fall below the lower ^^gold point” or rise above the upper 
^^gold point.” For example in the United States the 
rate of exchange on England must always, in normal 
times, be somewhere between about $4.83 and about 
$4.90. 

When money is not on the gold standard. — In all of 
this discussion of the rate of exchange, it has been 
assumed that the monetary systems of both countries 
concerned are on the gold standard, so that all bills of 
exchange call for gold money or money that can be 
redeemed in gold. If the money of either or both coun- 
tries is not on the gold standard, then the rate of exchange | 
will be based on the actual value of the foreign money r 
in terms of the money of the home country, and there! 
will be no limit to the fluctuations of the rate of exchange. ! 
For example, when the United States money, during and 
after the Civil War, consisted chiefly of greenbacks, our 
money was depreciated. A dollar in greenbacks was 
worth less than a gold dollar. Or, in other words, more 
than a dollar in greenbacks had to be given for a gold 
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dollar. England was then on the gold standard. An 
English pound, being worth $4,866 in gold, was worth 
more than $4,866 in greenbacks. The rate of exchange 
on London consequently rose far above the normal limit, 
$4.90. For years it was above $6.50 and at one time it 
rose as high as $14.60. It returned to normal when our 
government began to redeem the greenbacks in gold on 
demand, in 1879. 

Things were reversed after the World War. Then the 
United States was on the gold standard, whereas English 
money was not redeemable in gold. An English pound 
was paper money, no longer worth $4,866 in our money. 
Consequently the rate of exchange on England fell far 
below the normal limit, $4.83. It was at one time (in 
February, 1920) as low as $3.30. In January, 1923, 
it was $4.66. All the European belligerent countries 
suspended gold payments during the World War. Their 
moneys all depreciated, most of them far more than in 
England. The German mark, for instance, declined till 
it was worth less than a cent in our money. Its gold 
value was about 24 cents. Consequently a bill of 
exchange on Germany for 100 marks, instead of selling 
in this country for about $23.80 as before the war, 
was worth less than $1. The mark continued to depreci- 
ate after the war. In January, 1923, the exchange 
rate fell to $0.000035. other words, $1.00 would 
buy over 28,000 marks! 

EXERCISES 

1. The gold dollar contains 23.22 grains of fine gold; par of 
exchange between the dollar and the gold franc is 3.1826 francs 
per dollar. From this information calculate the amount of fine 
gold in the franc. 

2. Suppose an American exporter of wheat sells a shipment 
worth ten thousand pounds to an English buyer. Explain the 
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steps which he must take to obtain payment for his wheat by means 
of a bill of exchange. 

3. When we notice that the rates of exchange are rising in our 
country what may we infer regarding the balance of our foreign 
trade? Why? 

4. Suppose the costs of shipping gold between New York and 
London double. What effect would this have on the gold import 
point in sterling exchanges? On the gold export point? Give reasons. 

5. If there were no bills of exchange how would payment be made 
in foreign trade? Why would this state of affairs reduce the amount 
of trade carried on between nations? 

6. Why were the rates on bills of exchange payable in England, 
France, and Germany immediately after the World War far 
below the normal par rates? 

References for further study, — Seager, H. R., Introduction to 
Economics (1905), pages 361-368. Ely, R. T., Outlines oj Economics^ 
Third Revised Edition (1916), pages 344-354. Johnson, A. S., 
Introduction to Economics, Revised (1922), pages 408-416. Clay, H., 
Economics for the General Reader, American Edition (1818), pages 
204-213. Mill, J. S., Principles of Political Economy, Book III, 
Chapters XIX~XX. Furniss, E. S., Foreign Exchange (1922), (see 
Table of Contents.) 


PART VI. RISK AND ITS PART IN 
MODERN BUSINESS 


CHAPTER XXXIV 
RISK AND INSURANCE 

Importance of the future. — We divide time into past, 
present, and future. But since the present is mathemati- 
cally just a point in time, it is quite correct to say that 
all time is either past or future. In economics, the future 
is of more importance than the past. The past, with all 
it held of pleasure and pain, is gone. Nothing can change 
it. The future is before us. All the enjoyments we 
strive for, all the discomforts we hope to avoid, are in 
the future. All our economic activities are put forth for 
future effects. As we have seen (page 199), all that gives 
value to wealth is the expectation of future benefits. 

Uncertainty of the future. — One of the most important 
characteristics of the future is its uncertainty. Of past 
events we know at least something with certainty. 
Nothing in the future is certain. Of course some things 
are more uncertain than others. The degree of uncer-|^? 
tainty varies inversely with our knowledge. For example, 
the knowledge of astronomy is so exact that astronomers 
can predict with almost complete certainty the date of 
an eclipse of the sun or the moon. The knowledge of 
meteorology is far less complete. Experts predict, with 
a fair degree of assurance, the weather for a few days. 
When it comes to telling the weather a year hence, we 
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are almost entirely uncertain. The greater our knowledge 
on any subject, the less is our uncertainty as to future 
events in connection with that subject. 

Risk. — It is because of our ignorance of the future 
that we are constantly subject to risk] i.e., the chance of 
loss or injury. Risk is always present in every depart- 
ment of human life. We are concerned here only with 
economic risk; i.e., risk in connection with wealth. Risk 
is closely and inseparably bound up with wealth. The 
possession of wealth always involves risk. There is the 
risk of its loss or injury from fire, flood, storm, shipwreck/ 
theft, or other cause. There is always the risk that th^' 
expected future services, which alone give value tci 
wealth, may not be realized. The lending of wealth 
involves risk, the chance that the borrower may prove 
unable or unwilling to repay. And so on. 

All production involves risk. — Most important of all, 
production involves risk. All business is risky. Every 
business man takes chances.’’ The farmer takes 
chances on rain, sun, hail, insects, and other circum- 
stances, some favorable, some unfavorable. Each year, 
as he plants his crops, he is uncertain of the harvest. 
The miner sinks his shaft, never quite certain of the 
amount or character of the ore that he will find or of 
the cost of obtaining it. The merchant buys a stock of 
goods, without knowing in advance who his customers 
will be, whether his stock will suit their tastes, how much 
they will buy, or what prices he can get. 

The risks of manufacturing. — The risks of manu- 
facturing are especially great. Let us suppose a man 
undertakes to go into the business of making woolen 
cloth. He first buys land, upon which he erects a factory 
building. He equips the factory with complicated and 
expensive machinery. He must then buy cdal, oil, wool, 
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and other materials. Now he must hire an army of 
workers, to whom large sums of money must be paid 
in wages every week. It may be a year or more from 
the time the land was bought and the building started 
before the first finished cloth appears. Hundreds of 
thousands, perhaps even millions, of dollars have been 
spent before there is any product. All this for the sake 
of having woolen cloth to sell. The manufacturer at the 
beginning estimated that he would be able to turn out 
each year so many yards of cloth of such and such kinds. 
He estimated that he could sell the cloth at certain 
prices. And so he hoped to repay his costs and make a 
profit. But he could not be sure of any of these things. 
He could not be sure of his costs, the cost of the factory 
and machinery and materials, the wages he would have 
to pay. He could not be sure that the cloth he was to 
make would please the public taste. He was not certain 
that he could sell his cloth at the prices which he 
estimated would give him a profit. 

At every point the manufacturer was subject to risk; 
he was taking chances. If things should work out as he 
anticipated, his venture would be a success. Things 
might turn out even better than he planned; then he 
would make an extra profit. But there was always the 
risk that costs would be greater than expected, that a 
change in fashion might make his goods unpopular, that 
more goods might be made than could be sold, that prices 
might be lower than he had calculated. Any one of 
these events might wipe out his profits or even cause the 
loss of part of the investment. All these risks are borne 
by the manufacturer. 

This statement of the risks of manufacturing will serve 
to illustrate the risky character of most modern busi- 
ness. 
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Why modern business is risky. — Two characteristics 
of modern business make it especially risky. 

(1) Production is capitalistic. — First, production, as 
we have ^ learned, is capitalistic. Ins tead of making 
directly the things that satisfy our wants, we go through 
the ‘‘roundabout’’ process of making intermediate 
things, factories, machinery, railroads, warehouses, stores; 
i.e:, capital, with the aid of which we finally get the things 
we really want. This capitalistic method adds greatly 
to the productiveness of enterprise, but it also adds 
greatly to the risk. The old-fashioned cobbler who made 
shoes by hand, ran little risk of loss, because he had 
hardly any capital tied up in his business. The modern 
shoe manufacturer, with millions of dollars of wealtli 
invested in his factory, machinery, materials, and wages, 
runs the risk of losing millions if his business is a failure. 
When the transportation business was handled by the 
stagecoach, there was not much risk in it. To-day, 
when a railroad system may cost hundreds of millions 
of dollars, when a single ocean steamer may cost ten 
millions or more, the transportation business faces the 
risk of heavy loss. 

(2) Production is for a general market. — In former 

days, productibn\was^^ on at the order of the 

■customers. The cobbler did not make up a lot of shoes, 
Hoping to sell them at profitable prices. He made a pair 
of shoes only when a customer ordered them, and they 
agreed in advance upon the price. There was very little 
risk in this. Some businesses are still run on these lines; 
ior example the ordinary tailor, who makes clothes “to 
order,” the custom shoemaker, and the like. But any one 
will recognize that these are the exceptions. Very little 
business to-day is done “to order.” Modern production 
is for a general market. And so there is added the risk 
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of being unable to sell the product at prices that will 
cover costs and yield a profit. 

Gambling. Now everybody enjoys a certain amount 
of risk. If life contained no risks, there would be no 
adventure in it. Most persons like to ^Hake a chance’’ 
now and then. This is the explanation of gambling. 
The essential characteristic of gambling is that a risk, 
which did not exist before, is created intentionally for 
its own sake. When A and B go to a baseball game 
together they need run no risk of losing money on account 
of the result of the game. But if they bet $io on the 
result, each then runs the risk of losing $io, of course 
accompanied by the chance of winning. Here was a 
risk, quite unnecessary, created intentionally, just for 
the purpose of having some money at stake on the game. 
People sometimes gamble, not merely ‘'for the fun of 
it,^’ but because it seems to be an easy way to get money. 
It is true that, if the event turns out favorably, the money 
comes easily. But in the other event, money is lost just 
as easily. In most gambling, as at the horse races and 
other places where dealings are with professional gam- 
blers, the chance of loss is greater than the chance of 
winning. Hence gambling is in the long run a losing 
game and a very poor way to try to make money. It is 
also a harmful and very dangerous form of amusement, 
because of the mental and moral injury it inflicts. 

Risk is generally undesirable. — Economic risks in 
general are not desirable. People accept them as a 
necessary evil and do everything they can to avoid or 
diminish them. There are three important ways of 
doing this; namely, (i) increased knowledge ^ {2) insurance^ 
and (3) speculation, 

(i) Risk diminished by knowledge. — • We have seen 
that risk is due to our uncertainty of the future and that 
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uncertainty depends on our lack of knowledge. The 
first way to reduce risk is to increase knowledge. Man- 
kind has been doing this through all the history of the 
world and so steadily reducing certain risks. For 
example, in the days when men first went to sea in 
sailing ships, crossing the ocean was a terribly risky 
thing. Sailors took their lives in their hands, and mer- 
chants never felt safe about their goods on shipboard. 
Since those days men have discovered the compass and 
have added to their knowledge of astronomy, so that 
to-day the captain can tell almost exactly the position 
of his ship at any time. Steamships have generally 
taken the place of sailing vessels, so that sailors are not 
so dependent on the wind and the weather. Men have 
learned to build bigger and stronger ships. With the 
wireless, we can now communicate from the ship to the 
shore, and from one ship to another. People no longer 
regard an ocean trip as especially risky. Our increased 
knowledge has almost removed the risk. This is just 
one example of innumerable ways in which increased 
knowledge has removed or reduced the risks which 
formerly had to be incurred. As we go on extending 
our knowledge, we may expect many of our present risks 
to fade gradually away. 

Risk will always remain. — But knowledge can never 
entirely banish risk. We can never hope to know the 
future completely. Moreover, as we learn to avoid one 
kind of risk, new risks are always taking its place. To- 
day we have made ocean navigation safe, but we now face 
the risks of air navigation, about which our forefathers 
never had to worry. In spite of the utmost possible 
human knowledge, then, risk remains and will continue. 

(2) Insurance. — Everybody who owns a house runs 
the risk of having it destroyed by fire. Suppose there 
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are in a certain town i,ooo dwelling houses worth, on 
the average, $5,000 apiece. Every now and then some 
one loses his home by fire. Let us suppose that on the 
average one house burns every year. Since nobody 
knows that his house will not be the next one to go, each 
owner runs the constant risk of losing his home, a loss 
on the average of $5,000. Now suppose these 1,000 own- 
ers should form an association, to which all would con- 
tribute dues averaging $5 a year for each. This would 
give the association $5,000 each year. Then whenever 
a member lost his house by fire, he would be given the 
value of a new house out of the treasury of the associa- 
tion. It is clear that by this simple arrangement, each of 
our 1,000 house owners would be able to escape the risk 
of loss from destruction of his home by fire. In return 
for a small annual payment, which is certain, he escapes 
the risk of a large loss. This is a simple illustration of 
insurance, the most important means of avoiding risk. 
Notice that it is not the main business of insurance to 
prevent loss. There may be just as many houses burned 
as before. Insurance does not do away with loss; it 
does away with risk, by substituting a small, certain cost 
for the risk of a large, uncertain loss. 

Fire insurance. — An association like that described 
above would be called a mutual fire insurance company, 
since the members (called policy-holders) band together 
to insure themselves. The business of insurance is some- 
times carried on by regular corporations, in which stock- 
holders invest their capital. The policy-holders are then 
not members of the association, but merely customers, 
who buy insurance at specified rates. If the amounts paid 
in by policy-holders (called the premiums) amount to 
more than the losses, there will be a profit, which may 
be divided among the stockholders in dividends. In a 
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mutual company, any profits are divided among the 
policy-holders themselves. 

Life insurance. — Fire insurance is one of the oldest 
and commonest forms of insurance. But there are many 
other kinds. To-day life insurance is the most important 
of all. It might look at first as if, death being sure, 
there was here no uncertainty to insure against. But the 
uncertain thing about death is the exact time at which 
it will come to each one of us. Every man runs the risk 
of dying before he has been able to provide sufficient 
wealth to. care for his wife and children. This is regarded 
as a very serious risk by most men, and so life insurance 
(i.e., insurance against the risk of death) has become very 
common. 

Life insurance rates. — A life insurance company, as 
in the case of fire, may be either mutual or non-mutual. 
The policy-holder makes a contract with the company, 
agreeing to pay a certain small sum each year as long as 
he lives, in return for which the company agrees to pay 
a large sum to his widow or other person upon his death. 
The amount of the premium depends of course upon the 
amount which is to be paid at death. It also depends 
on the age of the policy-holder. From statistics which 
have been collected for many years, the insurance com- 
panies know how long, on the average, a person of any 
given age is likely to live. This is called his expectation,.' 
of life, (For an example, see Chapter XV, p. 129.) 
Of course the younger a person is, the greater is his 
expectation of life, and hence the greater is the number 
of premiums which he is likely to pay. An insurance 
company will therefore insure the life of a young person, 
for any given amount, in return for a smaller annual 
premium than it wdll charge for insuring an older 
person’s life for the same amount. In other words, 
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the premium rate for life insurance increases with 
the age of the insured. Since it is to the company’s 
interest that the insured live as long as possible, no one 
can get his life insured unless a medical examination 
shows that he is in good health. 

Kinds of life insurance. — The kind of life insurance 
just described is the simplest form, and is called straight 
life insurance. There are many other forms: the 
^Hwenty-payment,” endowment,” ^Herm,” and so on. 
It is not necessary for us to study these other forms in 
this book. 

Other kinds of insurance. — Besides life and fire 
insurance there are many other kinds of insurance. Ships 
and their cargoes are insured against loss from wreck at 
sea. Farmers insure their crops against loss from hail. 
Steam boilers are insured against explosion. The famous 
violinist, Kreisler, took out insurance against injury to 
his precious fingers. The Athletic Association of Yale 
University regularly insures against bad weather on the 
days of football and baseball games. The association 
has to pay a guarantee to the visiting team and incur 
certain other expenses whether the game is played or 
not. By taking insurance, it receives from the insurance 
company enough money to meet these payments in case 
the game is called off on account of bad weather. In 
fact, there is almost no human risk against which it is 
not possible to take insurance. 

In the next chapter we shall study the third way of- 
avoiding risk, namely, by speculation. 

EXERCISES 

1. Why does the advancement of science tend to reduce risk? 

2. Why are industries which require a large fixed capital more 
risky than those whose fixed capital is small? 

3. What is the difierence between insurance and gambling? 
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4. Because a life insurance company cannot pay out to its policy- 
holders more, than it takes in from them, plus a low rate of interest, 
many persons think the policy-holders do not gain from the pur- 
chase of insurance policies. Show that this belief is wrong. Of 
what does the gain to the policy-holders consist? 

5. Suppose a large group of men were intending to organize a 
mutual life insurance company. What facts would they need to 
know before they could decide how much premium to charge for 
their poKcies? 

6. Make up a definition for the term “insurance.’’ 

7. Fire insurance companies are constantly attempting to improve 
upon our devices for preventing fire. What effect have these efforts 
of the insurance companies upon the rates charged for fire insurance? 
Why? 

References for further study. — Seligman, E. R. A., Frinciples of 
Economics (1905), pages S4S“55S. Ely, R. T., Outlines of Economics, 
Third Revised Edition (1916), pages 577-595. Fisher, I., Elemen- 
tary Principles of Economics (1912), pages 427-432. Marshall, L. C. 
and Lyon, L. S., American Economic Organization (1921), pages 
373-396. 
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SPECULATION 

Risk of tincertain prices. — One of the chief risks in 
business, as we have learned (page 353), is due to the 
uncertainty of future prices. If the manufacturer could 
know in advance just what prices he would have to pay 
for his materials and just what prices he could sell his 
product for, a good share of the risk of his business would 
disappear. There is a device which enables business j 
men to escape some part of the risks of uncertain prices. 
This is speculation. 

Speculation. — Suppose A is a manufacturer of cotton 
cloth. Each month he has to spend large sums of money 
for cotton. Each season he has large' quantities of 
finished cotton goods for sale. His business is risky, 
because he cannot tell in advance the prices he will have 
to pay for the cotton or the prices he will receive for his 
product. Now suppose B comes to him and says: 
will agree to sell you all the cotton you want, so many 
bales a month, at such and such prices; 111 take my 
chances on being able to get the cotton at a little lower 
price than I am offering you.’’ Here A has an oppor- 
tunity to avoid the risks of uncertain prices on his cotton. 
He can make a contract with B and know in advance 
just what his cotton will cost. Many manufacturers do 
this. A may also find a jobber, C, who will agree to buy 
his products, so many yards at stated times and at 
definite prices. This removes the price risk at the other 
end; the jobber takes the risk. 

■ 363 
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Nature of speculation. — Let us now return to B. 
He is a speculator. Speculation is the buying and selling 
of goods for the sake of a profit from changes in price. Of 
course all trading profits depend partly on price changes; 
all trading is somewhat speculative. But the pure specu- 
lators are not traders. They do not hold merchandise 
and display it for sale and deliver it to buyers. Their ' 
entire business consists in judging future prices and; 
buying and selling goods accordingly. The speculator,; 
B, agrees to sell A 1,000 pounds of cotton, at 25 cents a 
pound, on May i, it now being, let us say, January 5. 
B does not own any cotton when he makes this sale. On 
or before May i, he will buy 1,000 pounds of cotton to 
deliver to A.. Even then he will not handle the cotton 
at all. He buys the cotton from D, who has cotton 
stored in a warehouse. D gives him a piece of paper, 
called a warehouse r^eipf, showing that 1,000 pounds of 
cotton in this warehouse now belongs to B. On May i, 
B turns this warehouse receipt over to A. The cotton 
has not been moved or handled at all. When A is 
ready, he will move it from the warehouse to his factory. 

Dealings in futures. — When speculators thus sell 
goods to be delivered at some future time, without owning 
the goods at the time of the sale, they are selling short.” 
Speculators also make contracts buying goods to be 
delivered to them at some, future time; this is called 
^^buying long,” All transactions of either sort are called 

dealing in futures,” which means buying or selling for 
future delivery. 

The speculator makes his profit by judging correctly 
what future prices will be. If the speculator thinks 
prices will be lower at some future date than they are 
now, he sells short,” just as B did in our illustration. 
Then, if his guess proves correct, he can later buy the 
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goods at a lower price, deliver them, and make his profit. 
If his guess proves wrong, he must buy the goods at 
whatever the price may be, and, if it is higher than 
the price at which he sold, he loses the difference. 

When a speculator thinks prices are going to rise, he 
“buys long,” that is, either he buys goods to hold for 
higher prices, or he contracts to have the goods delivered 
to him at some future time, paying the present price. 
If he has guessed correctly and the price goes up, he can 
later sell the goods at a profit. If prices should fall, he 
would lose. 

Professional speculators. — There is in every im- 
portant city a group of professional speculators, men 
who make it their business to judge future prices and 
to buy and sell goods for the sake of the profit to be made 
from changes in prices. These men become well informed 
and very shrewd at forecasting prices. Speculation is 
carried on in all the more important staple commodities, 
such as cotton, wheat, and other grains, and in the stocks . 
and bonds of the more important corporations and in/ 
government bonds. 

The stock exchange. — One of the greatest speculative 
markets is the stock exchange. Every large city has such 
a market, a place where men come together to deal in 
stocks and bonds. The New York Stock Exchange is 
the largest one in the United States and one of the most 
famous in the world. Here hundreds of men gather 
every day to buy and sell stocks. The dealing is not all 
speculative. There are investors, who pay their money 
and take the securities. Others have securities which 
they wish to sell at once. However, most of the business 
is speculative, though not all by professional specu- 
lators. Much speculating is done by “outsiders,” per- 
sons who are simply “taking a chance on the market” 
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for the excitement of it or in the hope of making money 
from a lucky change in prices. This sort of speculation 
is mere gambling. Those who indulge in it sometimes 
make spectacular winnings, hut in the long run nearly 
all of them lose. They seldom have any great knowledge 
of the market, whereas they are betting with professional 
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Where buyers and sellers meet in the open world market for grain. The picture shows the 
wheat and corn pits and the sample tables where cash grain is sold. In this cash de- 
partment 400,000,000 bushels of grain in elevators or on tracks for immediate delivery 
are bought and sold annually. 


speculators, who are proficient at forecasting future 
prices. Naturally the odds are against the outsider. 

Other speculative markets, — There are other specu- 
lative markets, such as the cotton exchange, the wheat 
exchange, and the produce exchange. The business 
done and the persons engaged are qtdte similar to those 
on the stock exchange. 

Judgment of speculation. — Many people have the idea 
that speculation is contrary to the public interest, and 
there are frequent demands that the stock exchanges and 
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other speculative markets be abolished by law and that 
speculation, or dealing in futures, be forbidden. Such 
persons overlook some very important economic services 
performed by speculation. Let us see what they are. 

Speculation diminishes risk. — In the first place, as 
we have already seen, speculation, enables manufac- 
turers and business men to avoid some of the risks of 
business. They pass the risks over to the speculators. 
This is an example of division of labor. The speculator, 
devoting his whole thought to the business, is more 
skillful and more successful at forecasting price changes 
than the manufacturer or other business man. On the 
other hand, the manufacturer can now devote his whole 
time to his own business, free from thought and worry 
about price changes. He is thus a more eSicient and 
successful producer. He gains, and the public also gains, 
from his greater efhciency. Speculation is thus, to the 
'■bM'n'ess"‘J^^ advantage of it, exactly the 

opposite of gambling. Instead of creating an unneces- 
sary risk, speculation enables him to get rid of an existing 
risk. Were there no speculation and no speculative 
market, this advantage would be lost. 

Speculation equalizes prices. — In the second place, 
speculation has an important and beneficial effect on 
prices. When prices are low, the speculators buy^., in 
the hope of later selling at a profit. The effect is to add 
to the demand when prices are low and so to raise prices. 
When prices are high, speculators sell. By thus adding 
to the supply they tend to lower prices. Speculation 
thus has a tendency to raise prices when they are espe- 
cially low and to lower them when they are especially high; 
that is, to equalize the fluctuation in prices. Since ex- 
treme price changes are, on the whole, harmful to the 
public interest, this influence of speculation is beneficial. 
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Speculation creates time utilities. — Thirdly, the 
speculators perform an important service by creating 
''time utility.’’ When goods are abundant and cheap, 
the speculators buy and hold them, in the hope of selling 
at higher prices. Later, when prices rise on account of 
scarcity of goods, the speculators sell. The result is that 
some goods are withheld from use when they can best 
be spared and put back on the market when they are 
most needed. This is a social service. An interesting 
example of this sort of speculation may be found in the 
Bible story of Joseph’s dealings in grain in Egypt. He 
bought and stored grain during the "seven years of 
plenty” and was thus able to supply the people’s needs 
by selling during the following years of famine. It may 
fairly be inferred that the transaction was not unprofit- 
able to Joseph. Yet an inestimable service was performed 
for the people, who would otherwise have wasted their 
food when it was abundant, and suffered later. 

Usefulness of the speculative market. — Whenever, 
there is regular and extensive speculation in any com- 
modity or security, there will be a definite market. 
Anybody can always buy or sell the goods in question 
and it is always possible to know the exact price at any 
time. If there were no speculative dealings, there would 
often not be enough buying and selling to cause the 
establishment of a regulair market. For example, any- 
body who owns government bonds and wants to sell 
them can sell any day and knows just what price he can 
get. But the owner of stocks or bonds of a corporation 
not "listed on the exchange” may have to search weeks 
for a purchaser, and he can never know in advance how 
much he will get. The speculative market is thus of 
great advantage to manufacturers, merchants, and busi- 
ness men in general, and to investors. 
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Evils of speculation. — Speculation is not altogether 
advantageous. As we have seen, many persons who 
speculate ignorantly or as a gamble lose their money. 
This is generally their own fault. 

“Corners.” — Sometimes a few powerful speculators 
succeed in getting such control of the supply of some 
commodity or security that they can determine its price 
for their own advantage. Such control is called a 
“corner.” Speculators have thus occasionally made 
great fortunes at the expense of others, and this is one 
of the worst features of speculation. This evil is, how- 
ever, generally exaggerated in the public mind. In the 
first place, a successful corner is a rare occurrence. There 
have been some famous corners, but they are few. In the 
second place, a corner never lasts long. It is usually a 
matter of a few days or weeks; then it breaks and prices 
go back to normal. Again, the principal losers from a 
corner are the other speculators, not the general public. 

Can speculators control prices contrary to demand and 
supply? — It is sometimes thought that the speculators, 
even without a corner, can regularly control prices by 
means of the speculative market. It is charged that 
they both depress the prices to the producers and raise 
them to the consumers. The farmers often feel that 
they are not getting enough for their products, and they 
sometimes blame the speculative market. Cotton farm- 
ers have even demanded that the cotton exchange be 
abolished, and the farmers of the grain-raising states 
have sometimes demanded that speculative dealings in 
grain be forbidden by law. It is charged that prices are 
determined at the will of the speculators, instead of by 
the law of demand and supply. Such ideas as these are 
entirely erroneous. The most perfect working of the 
law of demand and supply is to be found in the specu- 
F. Es. /Econ. — 24 
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lative market. Except in the rare case of a corner, it 
is impossible for the speculators to rig the price, for the 
simple reason that they are working against each other, 
just as buyers and sellers are always working against 
each other in any market. Some want prices high; 
others want them low. The result is market prices 
determined by demand and supply. 

An historical example. — An interesting case illustrating 
these truths occurred during the Civil War. When the 
greenbacks became the regular money of the country, 
there was established in the city of New York a ^^gold 
exchange,^’ a speculative market where people met 
daily to buy and sell gold, and where the price of gold 
for the whole country was determined. As the greenbacks 
depreciated, there were great complaints about the high 
price of gold, and many people charged that the specu- 
lation on the gold exchange was responsible. This was 
exactly the same sort of complaint that we hear from 
time to time now about the New York Cotton Exchange 
or the wheat speculation on the Chicago Board of Trade. 
Congress gave ear to these complaints and passed a law 
abolishing the gold exchange and forbidding all specula- 
tive dealings in gold. The result was immediate and 
disastrous. Nobody now knew where he could get gold 
or sell gold or what the price was. There was now no 
common point w^here all the supply and all the demand 
could come together and determine the price. Instead 
there was bargaining and higgling at various places, and 
widely differing prices were quoted in different places. 
iThe price, instead of falling as hoped, immediately rose 
^ higher than ever. It was 198 on the day the law was 
passed. The next day it was 208; the next day, 230; 
and in less than two weeks it had risen to 250. This was 
the natural result of the bidding of people who had to 
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have gold and who no longer knew where to get it or 
what was a fair price. The demand for the restoration 
of the exchange was so prompt and so strong that 
Congress repealed the law just two weeks after its 
passage. From that time on the gold exchange did busi- 
ness till the greenbacks came to par in December, 1878. 

Conclusion. — The danger of price control by the 
speculators, therefore, is not great. On the whole, the 
evils of speculation are not serious enough to outweigh 
the very great advantages which speculation offers to 
business men, investors, and the general public. A 
certain amount of legal control of speculation may be 
advisable, but to abolish or seriously to restrict specu- 
lation would be a public calamity. 

EXERCISES 

1. Can you think of any business which does not contain an 
element of speculation? Give details. 

2. What is meant by ‘‘dealing in futures”? What two forms 
does it take? 

3. It is a common belief that price fluctuations are caused by 
the speculators. Show that this is the opposite of the truth. 

4. It may be said that when the professional speculator makes 
a profit it is proof that he has rendered a service to society. Show 
that this is true, aside from the few cases when the speculator corners 
the market. 

5. Why is it true that an amateur speculator is more likely to 
cause harm to society than a professional speculator? 

6. What is the difference between speculation and gambling? 

7. If speculation in the wheat exchange were forbidden by law, 
would this be a benefit or an injury to the grower of wheat? Why? 

References for further study. — Taussig, F. W., Principles of 
Economics, Third Revised Edition (1921), Vol. I, pages 156-166. 
Taylor, F. M., Principles of Economics (1921), pages 227-241, 
Pratt, S. S., The Work of Wall Street (1903). Martin, H. S., The 
New York Stock Exchange (1919). Van Antwerp, W. C., The 
Stock Exchange from Within (1914). 


CHAPTER XXXVI 
THE BUSINESS CYCLE 

The “ ups and downs ” of business. — When business 
men meet on the street, a common form of greeting is: 
“How is business?” The answer varies. Sometimes it is 
“Fine;” at other times, “Business is very bad.” Such 
conversations call attention to an important feature of 
modern business. Business does not run along smoothly 
and steadily from day to day and year to year. It has its 
“ups and downs.” At certain times, “business is good.” 
The business man finds it easy to sell his goods, he can 
hardly keep up with the orders that pour in, he gets 
good prices, it is easy to make profits. At other times 
all is reversed. His goods are a drug on the market, the 
few sales he can make are possible only at low prices, 
profits decline, and losses take their place. Any business 
man will recognize this description of the fluctuating 
character of business. 

Good times and depression. — Now we might expect 
that if every business man should report on the state 
of business at a given time, we should have some good 
reports, some bad ones, and the average of all reports 
would show a medium state of business, neither very 
good nor very bad. As a matter of fact this is not what 
we should generally find. If A reports his business good, 
B is likely to make the same report for his business, and 
so with C, D, and most of the others. Likewise when 
business is bad for some, it is likely to be bad for most. 
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The “ups and downs” of business are general. When 
“times are good,” nearly all business men prosper; 
when “business is dull,” nearly all find themselves in 

the same state. 

The “business cycle.” — There is a still more 
remarkable thing about these fluctuations of business. 
They come in a fairly regular succession of good times 
and bad times. Suppose we start at the lowest point 
of a period of dull business. Gradually things begin to 
improve. One by one, business men find their businesses 
looking up. After a few months, or perhaps a year or 
two, everybody is rejoicing in business prosperity. 
“Times are good;” everything is “booming.” This 
condition lasts for a few years, frequently becoming 
more and more flourishing ail the time. Then comes a 
change. Sometimes there is a gradual slowing down of 
business. More often there is a sudden sharp check, 
which we call a panic or a crisis. Business thus declines, 
either gradually or suddenly, and then follows a period, 
measured in months or even in years, of dull times, or 
“business depression.” Then after a time the same 
movement will start again. This complete movement ' 
from depression to depression we call the business cycle. ■ 
It is extraordinary how regularly business goes through 
such cycles. During the past hundred years, the period 
of the cycle has been usually about ten or eleven years. 
One of the most disturbing things to business men is 
this constantly recurring succession of good times and 
depression, with the frequent occurrence of crises. 

Explanation of the business cycle. — To most people, 
the business cycle is a mystery. Indeed, it cannot be 
understood without a thorough knowledge of economic 
principles. In studying it we must recall what we have 
learned about money and prices, banking and the rate 
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of interest, the capitalistic nature of modern production, 
and the risks of modern business. 

The beginning of rising prices. — Let us start at the 
low point of the cycle. Business is very dull, goods are 
hard to sell, prices are low, production is far below 
normal. This condition cannot last indefinitely. The 
merchants’ stocks finally become exhausted. The people 
must have certain goods. To obtain them, slightly 
higher prices are offered. The merchants, in turn, offer 
better prices to the manufacturers, and so gradually 
prices begin to rise. 

Rising prices tend to spread. — Note that when 
certain prices rise, the effect is to increase other prices. 
When retail prices rise, merchants are able to offer 
higher prices to the wholesalers. When manufacturers 
find their goods selling at higher prices, they are able 
to pay higher prices for materials and higher wages. 
When wages rise, the laborers have more money to 
spend, which increases demand and so raises the prices 
of everything they purchase. 

All prices do not rise equally. — Notice now the effect 
of rising prices on business. All prices do not fluctuate 
with equal ease. Prices of merchandise change quickly 
and easily in response to changed conditions. Rents 
and interest rates do not change so quickly. They are 
generally fixed by contracts which may run for months 
or years before a change can be made. Salaries and 
wages are also slow to change. Sometimes they are 
fixed by cohtract, and, if not, then custom and habit 
prevent quick and wide changes. Wages seldom rise or 
fall so quickly or so far as commodity prices. 

Rising prices increase business profits. — How does 
all this affect the business man? Here is Mr. A, a manu- 
facturer of furniture. Prices begin to rise. He can get 
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more for Ms product. His cMef costs are rent, interest, 
wages, and cost of materials. For some time, rent, 
interest, and wages will not increase. When they do, 
they will rise more slowly than commodity prices. The 
only cost that jumps up at the same rate as his income 
is the cost of materials. But all his selling prices are 
rising. So long, therefore, as prices are rising, his costs 
do not increase so fast or so much as his income. Extra 
profits thus come to the business man during a period 
of rising prices. When business men are ail talking about 
the booming good times, you may generally be sure 
that it is a period of rising prices. 

The spread of prosperity. — We return now to the 
business cycle. Prices have begun to rise. Business 
men begin to see opportunities for good profits. Interest 
rates are low. With high profits in sight, it looks like a 
wise move to borrow capital, to increase business, and 
so get a larger share of the coming profits. The banks, 
glad of a chance to do more business and use their idle 
capital, help the business men by making loans and 
increasing deposits. Note that each man who expands 
his own business adds to the demand for other producers’ 
goods. Mr. A, the furniture maker, decides to increase 
the output of his factory. He buys a big stock of lumber, 
he fills his coal bins, buys paint and varnish. The lumber 
dealers, the coal dealers, and all the others find the 
demand for their goods increasing. Their business picks 
up and, in the hope of still better business, they in turn 
increase their facilities and get ready for a share in the 
good times coming. So business is passed on all along 
the line. Each business man finds his business helped 
by the increasing business of his neighbors. Prosperity 
is contagious, and the period of good times is ushered 
in. Of course, all this increased demand for goods tends 
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to raise prices still more. Higher prices mean still higher 
profits and still further business expansion. And so the 
wave of prosperity rises and spreads. 

Checks to continual prosperity. — Why do not good 
times last forever? We must recall what we learned in 
Chapter XXXIV about the risky character of modern 
business. Business is carried on for a general market. 
All this great expansion was based on the hope of future 
sales and future profits. And for the sake of this rosy 
future, capital was borrowed and tied up in business 
plant, equipment, and materials. 

Misjudging the future. — Now, with thousands of 
business men thus guessing at future conditions, some 
are pretty certain to make mistakes. Business men 
generally exaggerate the signs of the times. When 
things look good, they become too optimistic; they feel 
that this time things are sure to go well, they can’t 
possibly fail. So many of them picture the future even 
rosier than it actually turns out. Mr. A borrowed money, 
enlarged his factory, and started out to make a huge 
quantity of furniture on the assumption that he could 
sell all he could make at fancy prices. It turns out that 
he has been too optimistic. He cannot sell all his prod- 
uct, and the prices are not so good as he had calculated 
upon. So his profits dwindle, they turn into losses, and 
he fails. 

Costs catch up# — Other difl&culties arise. Profits 
were extra large because commodity prices rose faster 
than rent, interest, and wages. But these other things 
will not stay dowm forever. Ultimately they start rising 
and gradually approach the level of commodity prices. 
This cuts down profits, and business men who had not 
taken account of this may find themselves in serious 
trouble. 
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Difficulty with loans. — Now comes trouble in the 
money market. At the beginning of the rise, the banks 
lent freely at low interest rates. But now, with every- 
body seeking borrowed capital for new and greater 
business ventures, the banks begin to be more cautious. 
They are not so ready to lend, they raise their interest 
rates, and they call upon some of their customers to pay 
back their loans. Some business men, who had counted 
on being able to borrow indefinitely, find themselves 
unable to get the money they need to carry on their 
businesses. Caught thus in the midst of unfinished 
operations, they are driven into failure. 

Failures spread. — So a few business men, here and 
there, fail. No one pays much attention at first. But 
soon the effects begin to appear. Our furniture maker, 
Mr. A, failed. He had ordered a great stock of lumber 
from Mr. B, which he is now unable to buy. But B had 
made all his plans on the understanding that A would 
take this lumber. Unable to get this money from A, 
B may fail. C had sold a lot of coal to A. Now A cannot 
pay for it. C was counting on the money to pay what 
he owed. Unable to get it, he also may fail. So A’s 
failure may cause other failures. When failures once get 
started, each one is likely to cause others, just as the 
fall of the first brick in a row brings down all the others 
one after another. 

Bank failures. — Suppose A, B, and C had all borrowed 
money from the First National Bank of their town. They 
cannot pay what they owe the bank. The bank, unable 
to collect from them, is finally unable to pay what it 
owes, and so the bank fails. Bank failures are even 
worse, in their effect on others, than the failures of 
individual business men. So the situation goes from bad 
to worse. 
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Falling prices and depression. When A, B, and C 
fail they cease purchasing goods. This decreases the 
demand for goods, and other business men find their 
business declining. Moreover, other business men, 
seeing failures all about them, become alarmed. Every- 
body seeks to sell all he can and buy as little as possible 
in order to get money to pay his debts and save himself 
from failure. So demand falls off all along the line, the 
supplv of o’oods for sale increases, and prices fall. Falling 
prices have effects exactly the opposite of rising prices. 
Profits are decreased; the future looks dark to the busi- 
ness man. Everybody now tries to contract his business, 
decrease his output, and get out the best he can.^^ Prices 
fall still more, laborers are discharged, there is ^ unem- 
ployment,” merchants find the demand for their goods 
falling off. So at last we are back to a period of business 
depression, v/hich may continue for months or even 
years before the upward swing commences again. 

Influence of the harvests. — In the United States, 
as in all agricultural communities, the state of business 
is closely connected with the condition of the crops. 
A big harvest, with good prices, brings wealth to the 
farmers. They are one of the most numerous and 
important classes in the nation. When their ^ incomes 
rise they are able to spend more, and their increased 
demand raises prices and brings prosperity to business 
in general. Often a big harvest has been the event that 
has started the upward swing of business out of the 
slough of depression. And sometimes good crops will 
delay for a year or more the crisis which is due to end 
a period of business prosperity. Crop failures, on the 
other hand, hurt not only the f armers._ All business 
suffers. Some of the worst periods of business depression 
in the United States have been brought about or pro- 




THE BUSINESS CYCLE 


379 


longed by failure of the crops. All business in this 
country is more or less closely tied up with the prosperity 
or adversity of the farmers. 

Business fluctuations undesirable but inevitable. — 
The business cycle, with its continual ebb and flow, its 
succession of good times and depression, is not a desir- 
able thing. Not only are many business men ruined 
by failures, but the general public suffers through the 
irregular flow of production and the violent fluctuations 
in prices. It would be better for all if production could 
go on smoothly and regularly and without sudden changes 
in the price level. But it is doubtful if this will ever 
come under existing conditions. The business cycle 
seems to be a necessary result of human nature and the 
modern capitalistic, speculative organization of business. 

Possibility of improvement. — It is possible, however, 
to diminish the violence of the fluctuations. The first 
remedy is to remove every obstacle to the free rise and 
fall of interest rates. If the rate of interest rose quickly 
and sharply at the beginning of the upward swing, this 
would tend to check the ardor of over-optimistic business 
men, thus putting the brakes on when they were needed. 
The very worst possible thing is to pass laws limiting 
the rate of interest, as many of our states have done. 
The chief opportunity to smooth out the business cycle 
rests with the bankers. They are in a position to restrain 
the too enthusiastic rush of the upward swing. By so 
doing they would help to make the down swing less 
serious, and they would also be in better position to help 
their customers weather the storm. The final respon- 
sibility rests upon the business men themselves. It is 
their ignorance and recklessness which are at the bottom 
of the whole thing. With removal of restrictions upon 
the interest rate, with better banking methods, and with 
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increased knowledge and caution on the part of business 
men, we may see the oscillations of the business cycle 
somewhat smoothed out. We shall probably never see 
them entirely removed. 

EXERCISES 

1. What is the meaning of the word “cycle” ? Why is the term 
employed in speaking of the “ups and downs” of business? 

2. Through what phase of the business cycle are we now passing 
in this country? Give reasons for your answer. 

3. Make a list of the kinds of goods and services whose prices 
are slow to rise in times of rising prices. 

4. From your answer to Question 3 can you tell what classes of 
people are injured during periods of rising prices? 

5. Why are periods of rising prices called “good times” ? 

6. How may the interest rate be adjusted so as to prevent a 
general rise in prices from resulting in a crisis? 

7. Give in their order the events which occur at the time of the 
crisis. 

References for further study. — Fisher, I., Elementary Principles 
of Economics (1912), pages 184-191. Carver, T. N., Principles of 
National Economy (1921), pages 427-442. Taussig, F. W., Prin- 
ciples of Ecoftomics, Third Revised Edition (1921), Vol. I, pages 
388-414. 



PART VII. THE ECONOMICS OF 
GOVERNMENT 


CHAPTER XXXVII 


WHAT THE GOVERNMENT DOES 


Government. — As we have learned, man is a social 
being.’’ Men live together in society and are in close 
relations with each other in every department of life. 
Now human beings cannot thus live together in society 
without some kind of government. There must be rules 
laid down for human conduct, and there must be some 
authority to enforce the rules. So every community 
in the world has a government. In the different parts of 
the world we find all sorts of governments. Savage 
tribes are ruled by their chiefs and medicine men.” 
Some peoples are ruled by despotic monarchs; others, 
by their own chosen leaders. The prevailing modern 
idea of government is democracy^ that is, a government 
“of the people, by the people, and for the people.” This 
is the basis of the government of the United States. 
As described in Chapter VI, there are three grades of 
government in the United States: (a) national, or federal, 
(5) state, and {c) local. Let us now consider what the 
government does in connection with the production and 
the distribution of wealth. 

(i) Defense. — The government protects the citizens 
from attack by outside foes and defends the rights and 
interests of its citizens against foreign nations and their 
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citizens. The army, the navy, and the diplomatic staff 
are engaged in this service. In the United States this 
is the business of the national government. This func- 
tion of government is called defense. 

(2) Justice and security. — The government maintains 
law and order at home, among the people themselves. 
It protects each citizen in his rights of personal liberty 
and private property. It restricts the citizen in his 
actions so as to prevent his infringing upon the rights 
of others. It enforces the contracts which the citizens 
make among themselves. It settles disputes among the 
citizens regarding their rights, and it enforces its deci- 
sions in such disputes. These various activities are 
performed mainly by the police, the courts, and penal 
institutions. They are included in what is called the 
function of law and order, or the maintenance of justice 
and security. In the United States all three grades of 
government have a hand in this function, but it belongs 
principally to the state and local governments. 

(3) Protection against disease. — Modern govern- 

ments do a great deal to protect their citizens against 
disease. The government regulates the treatment of 
contagious diseases, by means of quarantines and other 
measures. Through the immigration service, the United 
States government undertakes to prevent diseased per- 
sons entering the country. The government makes and 
enforces sanitary rules, regarding such things as the 
water supply and the disposal of sewage. It also sets 
up certain standards for private businesses which furnish 
such things as milk, butter, and meat. The sale and 
use of harmful drugs is regulated. Also the government 
maintains great hospitals for the care of the sick, and 
laboratories where methods of curing and preventing 
disease are studied. This function is protection' 
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against disease. All three grades of government in the 
United States have a part in this function. 

(4) Protection against forces of nature. — We also 
look to the government for protection against certain 
destructive forces of nature. Thus the United States 
government maintains the ^Tif e-saving service’^ to 
rescue people from ships wrecked on the sea coasts and 
the Great Lakes. Another example is the fire department 
found in every American city. Again, note the levees 
built by the government to prevent overflow of rivers. 

(5) Education. — One of the most important functions 
of government is education. It is regarded as the duty 
of the government to see that every citizen has a certain 
amount of education. Most of the primary education 
in the United States is furnished in the public schools, 
maintained chiefly by the local governments, counties, 
cities, towns, townships, and school districts. Secondary 
education also is principally furnished by the public 
high schools of the local governments. Higher education 
is provided in the state universities established by many, 
though not all, of our state governments. The people do 
not depend entirely upon the government for education, 
since there are also private schools and universities fur- 
nished by private individuals or associations. With the 
exception of Catholic parochial schools, private enter- 
prise does not do very much in primary education, but 
there are a great many private secondary schools and 
academies. A still more important part is taken by 
private enterprise in higher education. Many of the 
greatest colleges and universities in the land are private 
institutions; i.e., not furnished by the government. 
The furnishing of primary and secondary education is 
the most important function of our local governments. 
Higher education is furnished, if at all, by the state 
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governments and a very few city governments. The 
national government has comparatively little to do with 
education. 

(6) Care of dependents and defectives. — Another 
important function of the government is to care for those 
members of the community who are unable to provide for 
themselves. The poor, the sick, the crippled, the blind, 
and the insane are found in every community. Among 
primitive and savage men, little care was given to such 
members of the tribe. They were left to die or were even 
put to death by order of the chief. Modern civilized 

, peoples will not permit misery and death to go on without 
making efforts for relief. Some of the poor, the sick, and 
the defectives are cared for by members of their own 
families. Others are provided for by private charity. 
But a large part of this task is left to the government. 
Poorhouses, hospitals for the sick and for the insane, 
and other institutions must therefore be provided. This 
function of government is called the care of dependents 
and defectives, 

(7) Facilities for private industry. — Another service 
of the government is the furnishing of certain important 
facilities for private business. Thus, as we have learned in 
Chapters XXII to XXVII of this book, it is the govern- 
ment that provides the monetary system. The govern- 
ment also has general oversight over the banking system. 
The government specifies a system of weights and 
measures and sees that the citizens conform to it. The 
government provides the machinery for granting and 
protecting patents and copyrights. Through the con- 
sular service, the government does much to assist our 
citizens engaged in foreign trade. The government gives 
important aid to shipping by maintaining lighthouses 
along the coast, by dredging channels in rivers and 
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harbors and marking them with buoys, by making sur- 
veys and providing maps and charts. By agricultural ex- 
periment stations and other means, the government aids 
the farmers with information concerning superior plants 
and animals and improved methods. These and similar 
services are provided in the United States, some by the 
national government, others by the states. On the 
other hand, the local governments perform the very 
important service of furnishing most of the highways, 
streets, roads, and bridges, although some are provided 
by the states. 

(8) Regulation of private industry. — In Chapter XX 
we saw that some business enterprises tend to gain monop- 
olistic power, and that when this happens it becomes 
necessary for the government to take a hand and regulate 
the^ business. Ordinarily we can safely depend on com- 
petition to guarantee the public good quality and fair 
prices. But when competition breaks down and monop- 
oly comes in, the government has to protect the 
consumers. For example, the Interstate Commerce 
Commission and the various state public service com- 
missions have been created to secure the public fair 
treatment by the railroads and other public utilities. 
There are other businesses which are not necessarily 
monopolistic, but which are so complicated and so little 
understood that it would be an easy matter for an 
unscrupulous business man or corporation to defraud 
the public. For example, banking and insurance are of 
this kind. Therefore the states regulate such business 
by bank ^commissions, insurance commissions, and the 
like. This function of government may be called the 
regulation of private industry. 

Primary government functions. — The eight functions 
which have been studied so far are ones which it is 
■' F. :Es. ' Egon.— 25 ■■ 
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generally recognized must be performed by the govern- 
ment, Hardly any one would consider for a moment the 
proposition to go back to the primitive condition in which 
each man had to go armed to protect himself, his family, 
and his property from attack by foreigners or by his 
neighbors, and in which disputes were settled by violence. 
There is no effective way of preventing disease except 
through the action of the government. The same is 
true of the life-saving service and fire protection. If we 
are to have universal education, it must be provided by 
the government, since most parents could not pay the 
cost of sending their children to private schools. The 
care of dependents and defectives could perhaps all be 
provided by private individuals, but it would not be so 
well done and the cost would be greater. The facilities 
which the government furnishes for industry, also, could 
be provided by private enterprise, but experience has 
clearly taught the superiority of the government service. 
Of course when regulation of private industry becomes 
necessary, the government is the only agency that can 
undertake it. These eight functions are therefore pecu- 
liarly and admittedly the business of the government. 
We shall call them the primary government functions. 

(9) Government industries. — In addition to these 
functions, however, governments often take a direct part 
in production by engaging in certain productive enter- 
prises, which in many, if not all, cases could be conducted 
by private business men and corporations. Foremost 
among these government industries comes the post office. 
Many European governments own and operate also the 
railroad systems, the express business, and the telephone 
and telegraph services. Local governments sometimes 
engage in the businesses of furnishing water, gas, and 
electricity. There are some municipal street railway 
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systems. There are government forests in the United 
States and other countries. The subject of government 
industry will be studied more fully in a later chapter 
(Chapter XLII). ^ 

Economic character of government functions. — These 
chief functions of modern government show what an 
important part the government plays in economics. 
Most of them are of importance in the production of 
wealth. For example, production cannot go on success- 
fully unless there is peace and security and law and order. 
Disease is clearly enough an enemy of production. In 
combating disease, the government takes a real part in 
the production of wealth. Education trains bovs and 
girls, young men and women, to be more intelligent and 
efficient producers. This is true of all education, not 
merely of trade or manual or business education. The 
facilities for private industry furnished by the govern- 
ment are of course aids to production. And when the 
government itself goes into industrial enterprise, it is 
engaging directly in production. 

Protecting wealth from destruction by fire or flood 
is just as much production as creating the wealth in the 
first^ place. The government performs an economic 
service when it regulates private industry, when it cares 
for the poor and defective, or when it saves the life of a 
shipwrecked sailor. In these, and other similar func- 
tions, ^the government is also taking a hand in the dis- 
tribution of wealth among the citizens. There is, in fact, 
no activity of government that does not have an impor- 
tant economic character. 

EXERCISES 

I. Name some important services performed for you during the 
past day (i) by the government of the United States, (2) by the 
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government of your state, (3) by your city, town, or county 

®T™How would the daily lives of people in your neig;hborhood be 
different (i) if there were no courts, (2) no state militia, (3) no 
police department, (4) no jails or prisons, (3) no almshouse or poor 
farms, (6) no government care of pubhc health, (7) no United States 

post office, (8) no public schools? , t, * t a •+!, k 

. In what ways is your own personal liberty interfered with by 
the government? Would you be better off if such government 

interference were given up? Why? 

4. What important difference is there between the city water- 
works system and the city police department? , . 

5. Is a gunner on a battleship a productive laborer? Explam. 

References for further study. — Johnson, A. S., Introduction to 
Economics, Revised (1922), pages 448-469. Mill, L S., ^tnctples 
of Political Economy, Book V, Chapters I, VIII XL Dunn, A. 
W., The Community and the Citizen (x 9 i 4 )> (see Table of Contents). 


CHAPTER XXXVIII 
PUBLIC FINANCE 

Government expenditures. — The performance of 
government services imposes heavy costs, no less than 
if they were performed by private business men or 
corporations. For example, our national government 
needs arms and ammunition, food and other supplies, 
for the army and navy. It has to make or buy expensive 
battleships. It has to pay large sums in salaries and 
wages to a multitude of government employees. It has 
expensive buildings, which must be built, repaired, 
heated, and cared for. So also the state and local govern- 
ments have heavy expenses for buildings, supplies, and 
wages. Anything that the government (national, state, 
and local) does costs money. These costs of government 
functions are called government expenditures. 

The cost of government. — Government is a very 
expensive thing. The total cost of government (national, 
state, and local) in the United States in 1913, the year 
before the World War, was about three billion dollars. 
Of this amount, about one third (a little less than a 
billion dollars) was spent by the national government. 
The states spent about one eighth of the total (a little 
less that four hundred million dollars) while the rest, 
more than half of the total (about a billion and two 
thirds), was spent by the local governments, — cities, 
counties, towns, etc. In the year 1919, the first year 
after the war ended, state expenditures were half as 
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great again as in 1913 (over six hundred millions); 
local expenditures had increased to two and a quarter 
billions; and the expenditures of the national govern- 
ment, still swollen by war costs, were between fifteen 
and sixteen billions. Since then the expenditures of the 
national government have dropped to about four billion 
dollars a year. State and local expenditures, on the 
other hand, have been steadily increasing. The total 
cost of government in the United States is now about 
nine billion dollars a year, three times what it was before 
the war. It has been estimated that the total of the 
annual incomes of the people of the United States is in 
the neighborhood of sixty billion dollars. The expendi- 
tures of government, therefore, take about fifteen per 
cent (more than one seventh) of the total income of 
the people. In other words, the average American 
citizen works more than a month and a half out of each 
year just to pay his share of the cost of government. 
Government is one of the most expensive of the 
necessities of life. 

Principal items of government expenditures. — The 
largest expenditure of the United States national govern- 
ment is for defense. In time of peace, the government’s 
expenditure for the army and the navy, pensions to war 
veterans, and interest on debt due to past wars, have 
averaged about two thirds of all its expenditure. Of 
course the cost of actual warfare is enormous. The 
Civil War cost the United States government three 
billion dollars during the four years of war. At that 
time the annual cost of running the national government 
on a peace basis was about sixty million dollars. The 
World War cost the United States government more 
than thirty billion dollars (including loans to the Allies). 
Some of the other nations spent more than this, and it 
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has been calculated that the expenditure of all the 
nations engaged in the World War was over two hundred 
billion dollars. Both in time of peace and during actual 
warfare, expenditure for defense is the principal item 
in the cost of every important national government in 
the world. If the nations should ever come to an under- 
standing that wmuld lead to disarmament, one result 
would be the possibility of cutting in half the cost of 
government of every important nation. 

Among other important expenses of our national 
government, we find work on rivers and harbors, Panama 
Canal and other public works, facilities for national 
industry, maintenance of justice and security, regulation 
of private business, care of the Indians, sanitary regu- 
lations, immigration and naturalization service, and the 
expense of Congress and the other departments of the 
government. Actually the biggest item next to defense 
is the cost of running the post office. But this item is 
not usually included in statements of the e.xpenditure 
of the government, since the post office is a business 
enterprise, whose revenue nearly equals its cost. The 
cost of the post office in the fiscal year 1921 was 
$S97>S3S)263. We shall study the United States post 
office in the chapter on government industry (Chapter 
XLII). 

Education is the chief item of expenditure of the state 
and local governments; it amounts to about one fifth 
of the total. For the states the items of next importance 
are the care of dependents and defectives, and the main- 
tenance of justice and security. Highway expenditure 
is also heavy. In the counties, highway expenditure is 
nearly as great as that for education; then come care of 
dependents and defectives, and maintenance of justice 
and security. In the cities and towns, the chief expend- 
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itures, after education, are for justice and security 
hiataays, and protection against disease. For both 
itL and local governments, as well as Uie nabonal 
"overmnent. interest on public debts is a heavy item. 

° Government income. - To meet their heavy apendi- 
tures governments must have equally large incomes. 
Where do governments get the money to pay their 
„nensesJ Wie are just three important sources of 
^vernment income; (r) industrial earnmgs, (a) taxes, 
and U) fees and assessments. 

Inditrial earnings. - As we have seen (page 386) 
governments sometimes engage in productive enterprises 
Examples are the post ofhce and city water systems 
Wto the government goes into busmess, it sells its 
product or rervice to the consuming public just as any 
OTivate enterprise does. This brings in an mcome, in the 
form of indusiricl earning!. The income from a govern- 
ment industry is seldom more than enough to pay the 
Ssfof the industry. Such income is therefore not avad- 

able to pay the costs of the primary f 

ment which we have been studying. We shall t^eretore 
postpone the further study of industrial earnings til w 
come to the chapter on government industry. 

Tndrstrial einings and other government income 
compared. — When the government engages in mdustrial 
enterorise it offers to the citizen certain services or 
comxJodities, which he may take or not as he chooses. 
S he wishes the service, he pays the government’s price; 
otlTer^e he pays nothing. Thus the “ 

the government post office or not, as he sees fit. If he 
does°not care to send any letters or parcel he pays 
nrthing for the support of the post office. There b no 
compulsion. The situation is the same as in private 

business* 
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It is quite different with the other primary functions 
of government and the other forms of government income. 
Take, for example, the public school system. The 
government does not sell education, the way it sells 
postal service. The citizen is not free to “take it or 
leave it.” The law requires him to have his children 
educated, either in a private school or in the public 
school. And every citizen is compelled to pay for the 
support of the public schools, whether he uses them or 
not. A may have one child in the public school; B may 
have ten. This has nothing whatever to do with the 
amount they must pay the government for the cost of 
education. C may send all his children to a private 
school, and D may have no children at all. They have 
to pay for the support of the government schools just 
the same. 

Government services generally for common benefit. — 
This example will illustrate the character of government 
functions in general. The primary services which the 
government performs are for the benefit of the people 
as a whole, not for the benefit of particular persons. So 
in raising the money to pay the cost of government serv- 
ice, the burden is distributed among the whole people 
according to certain rules, but with no attempt to collect 
from each citizen in proportion to the benefit he has 
received. Returning to the example of education, we 
find that the government provides the public school 
system, not for the sake of benefiting those persons who 
want to have their children educated, but because the 
whole people will be better off if everybody has an educa- 
tion, or because we believe that a prosperous and happy 
democracy is possible only when all the people have 
some education. So the army and navy exist to give 
the general benefit of defense to the whole nation, not 
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to sell protection to individuals. The courts and the 
police give the benefits of justice and security to the 
whole public. No attempt is made to have each citizen 
pay for the particular benefit he receives. 

Impossible to make citizens pay according to benefit 
received. — Indeed, to make each citizen pay according 
to the benefit he received would be quite impossible. 
How could we tell how much the services of the American 
army and navy are worth to Mr. A, a peaceful, law- 
abiding grocer in a small town in the Mississippi valley? 
He enjoys, like all of us, the general benefit of a nation 
protected from foreign attack. But no one could possibly 
calculate his individual share of the benefit. On the 
other hand, Mr. B, traveling in the wilds of Africa, is 
captured and about to be killed by savages. The United 
States sends a battleship and a company of marines and 
rescues him, at a cost of $100,000. How can any one tell 
what the service was worth to Mr. B? And, if one could 
tell, how could the government make him pay, supposing 
he was not a wealthy man? The government must give 
its services to all alike, rich and poor. It cannot go on 
the principle of furnishing the benefits of government 
only to those who are rich enough to pay for them. 

Compulsory payment. — Since the government renders 
its services for the common benefit of the people as a 
whole, it follows that everybody who is able must be 
required to pay something to defraj jhe cost of govern- 
ment. No one can be permitted to escape payment on 
the ground that he gets no benefit from the government, 
or to get off with a small payment because he claims he 
has received only a smalF benefit. Everybody must be 
compelled to pay according to some equitable and work- 
able rule. What this rule is we shall learn in the next 
chapter. 
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Definition of tax. — We now have before us the two 
main characteristics of taxation: (i) compulsion and (2) 
payment without reference to individual benefit. And a 
tax may be defined as follows: A tax is a compulsory pay- 
ment from a person to the government to pay the cost of 
services performed for the common benefit, without reference 
to individual benefit. The primary functions of govern- 
ment are almost entirely performed for the common 
benefit, and all modern governments get the bulk of 
their income from taxation. 

Fees. — Although, as just stated, the government 
performs its services primarily for the common benefit, 
incidentally it sometimes gives special benefits to cer- 
tain persons. For example, the government grants 
patents in order to promote inventions for the benefit of 
the whole people. But in so doing it necessarily gives 
a particular benefit to the person who receives the patent. 
In such cases, the government may make a special charge 
on account of the benefit received. Such a payment is 
called a fee. Again, the government often finds it neces- 
sary, for the common good, to regulate certain occupa- 
tions of the citizens. For example, it has been found 
necessary to license the drivers of automobiles. In such 
cases the government may require of the individual a 
special payment on account of the cost of the regulation. 
Such a payment, as for an automobile operator’s license, 
is also a fee. A fee is a payment by a person to the govern- 
ment on account of a special benefit received from the 
government, or a special cost imposed upon the government, 
in connection with a government service performed for the 
common benefit. 

Special assessment. — A special assessment is a partic- 
ular kind of fee, imposed when the special henefil consists 
in an improvement to property. Thus, a city decides to 
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pave a certain street. This is done for the benefit of the 
people of the whole city. But it raises the value of the 
land along that particular street. The city will then 
collect a special assessment from the owners so benefited. 

Fees, taxes, and industrial earnings compared. — Fees 
are like taxes in that they are generally compulsory. The 
automobilist has to take out a license whether he wants 
to or not. If the city votes a new pavement, the land- 
owner has no escape from the special assessment. On the 
other hand, fees are like industrial earnings in that they 
are paid on account of individual benefits or individual 
costs. Fees, therefore, stand between taxes and industrial 
earnings. Only a comparatively small part of the cost of 
running the government is raised by fees and assessments. 

The budget. — We often hear it said that ^^a man must 
live within his income.” The careful man keeps some 
account of his income and his expenditures, and once a 
year or so he looks back over his last year’s accounts and 
makes an estimate of his probable income for the next 
year, on the basis of which he decides about what his 
scale of expenditures for the next year can be. This 
calculation and estimate is called a budget. A well- 
managed government finds it necessary to make a budget 
each year; i.e., a statement of the income and expenditures 
of the past year and an estimate of the income and expendi- 
tures of the next year. The government differs from the 
individual, however, in that it has the power of taxation 
and so can control the amount of its future income much 
more than the ordinary individual finds possible. The 
individual estimates his future income and then has to 
plan his expenditures to fit. The government is more 
likely to do the opposite; first decide what expenditures 
it shall incur and then impose taxes to raise the necessary 
income. 
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Neglect ^of the budget in the United States. — No 
government can manage its finances well without a 
carefully made budget. This is one thing which has not 
been well done in the United States. European govern- 
ments are generally quite careful about their budgets. 
The budget of the British Parliament is a model. But 
our national government has only recently had anything 
that really deserves the name of a budget, and most of 
our state and local governments have done little better. 
As a result, there has been great confusion as to what our 
government was costing. It is hard to tell whether any 
particular expenditure is worth while. It has been al- 
most impossible to check waste and extravagance. Our 
estimates of future income and expenditures are little 
better than guesswork, and our income and expenditures 
seldom balance as they should. One of the most pressing 
problems in American public finance is the improvement 
of our government budgets. 

Government borrowing. — When a government’s in- 
come is less than its expenditures, it has what is called 
a deficit and must borrow. A government may borrow for 
various reasons. 

(1) To meet a current deficit. — It may borrow to 
make up a deficit in ordinary running expenses due to 
the failure to provide income enough to meet the costs 
of running the government. All grades of government, 
national, state, and local, frequently find it necessary to 
borrow for this purpose, especially in the United States. 

(2) Emergency borrowing: war. — A government may 
borrow to meet an emergency, such as a war. No govern- 
ment is able to pay for a great war out of its ordinary 
sources of income. War always causes large government 
loans. Nearly the entire cost of the American Revolution 
was obtained by means of loans. The Civil War cost the 
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national government, as we have seen, about three billion 

dollars. Four fifths of this sum was borrowed ; the other 

fifth was raised by taxation. The United States bor- 
rowed about twenty-four billion dollars on account of 
the World War, or about three fourths of its cost. The 
rest came from taxation. The World War cost Great 
Britain about forty-two billion dollars, of which she 
obtained about thirty-six billions from loans, the rest 
from taxation. As a rule it is only national governments 
that have to borrow large sums for war or other 
emergencies. 

(3) Borrowing for investment or public works. 
Governments sometimes borrow for investment. When 
a government engages in an industrial enterprise it 
generally has to borrow the necessary capital. Thus, the 
Prussian government borrowed the money to purchase 
the railroads when it was decided to have them owned 
by the state. The United States government borrowed 
in order to dig the Panama Canal. American cities 
sometimes issue bonds in order to establish municipal 
waterworks systems. The state of New York has 
borrowed large sums in order to enlarge and improve 
the Erie Canal. Governments also frequently borrow 
in order to construct public works needed in carrying 
out their primary functions. Capital is borrowed to 
construct roads, and to build schoolhouses and other 
public buildings. By means of borrowing, the people 
are enabled to have the use of the public work at once 
and pay for it gradually out of the taxes of the follow- 
ing years. 

Character of government debts. — Government 
borrowing is in most respects similar to the borrowing 
of private business men and corporations. Here the 
government has no power of compulsion. People cannot 
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be forced to lend. The government must make its 
interest rate and other terms attractive enough so that 
the citizens or foreigners will be willing to lend it their 
capital. Government bonds, however, especially those of 
strong national governments, are generally considered an 
especially good investment. This is shown by the fact 
that governments can generally borrow at lower rates 
of interest than are paid by ordinary commercial bor- 
rowers. There are several reasons for this. In the first 
place, the life of the government is not limited like the 
lives of individuals. Again, the repayment of a govern- 
ment loan does not depend on the success of any partic- 
ular business venture. Individuals and corporations 
generally borrow to engage in business. If the business 
fails they are often unable to pay their debts. Not so 
with the government. The governments ability to pay 
its debts rests upon its taxing power. Even though it 
fails in an industrial undertaking or suffers other loss, 
the government can still call upon the taxpayers for the 
money needed to pay its debts. Most governments are 
very scrupulous about meeting their obligations. It is 
realized that only in this way can the government keep 
its credit good against future need. The result is that 
government bonds are generally considered the. safest 
of all investments, and most governments can borrow on 
easy terms.. 

Dangers of government borrowing. — There is a danger 
in public borrowing. People do not like to pay taxes. 
Borrowing is easy and not so unpopular. The officers of 
government are tempted to borrow instead of collecting 
taxes. They are likely to spend government money more 
lavishly and recklessly than if it came from taxation. 
Thus the government debt piles up and the taxpayers 
are burdened with heavy payments for interest with 
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perhaps not very much to show for it in services rendered 
by the government. The rapid growth of public debts 
during the past generation is one of the most important 
and alarming phases of public finance. 

Magnitude of modern public debts. ~ Most of the 
national governments of the world have huge debts as 
the result of past wars. The United States bofrowed to 
pay for the Revolution and the War of 1812, but by 1836 
the entire national debt had been paid off. ^ The Civil 
W^ar brought the debt to almost three billion dollars. 
This had been reduced to about a billion and a quarter 
before the World War. That war brought it up to about 
twenty-five billions. Before the war the annual interest 
paid by the United States government was twenty-three 
million dollars. Since the war it has been nearly a 
billion dollars, just about equal to the entire cost of 
running the government before the war. The United 
States is better off than most other governments. Great 
Britain’s debt was three and a half billion dollars before 
the war and thirty-five billions at its close. The war 
increased the French national debt from six and a half 
billion dollars to over twenty-six billions. The debt of 
the German Empire rose from one and a quarter billion 
dollars To about thirty-five billions. State and local 
governments have also increased their public debts very 
rapidly in recent years. The state of New York has a 
funded debt of more than two hundred and fifty million 
dollars; the bonded debt of the city of New York is 
about a billion and a quarter dollars. The American 
cities have beem so ready to borrow, that many states 
have enacted laws limiting the borrowing powers of 

their cities. _ 

Indeed, the unprecedented borrowing of the World 
War has very materially impaired the high standing of 
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government debts referred to earlier in this chapter 
(page 399). As the result of budget deficits, enormous 
borrowing, and reckless issue of paper money, several 
of the belligerent nations, such as Russia, Germany, 
Austria, Italy, and others, have seriously weakened their 
public credit. Their national debts have depreciated far 
below par, and in many cases failure and repudiation of 
at least part of the public debt appears the only possible 
outcome. The credit of the French government also 
suffered, though not so seriously. In Great Britain and 
the United States the public credit came through with- 
out serious injury. 


EXERCISES 

1. Name half a dozen of the most important of the necessities 
of life. How does government compare with these as regards cost? 

2. Compare the expenditures of (i) the United States national 
government, (2) your own state government, and (3) your own city, 
town, or county. 

3. What are the chief differences between a public high school | 
and a private preparatory school? 

4. Why is a man who has no children compelled to pay to support 
the public schools? 

5. What is the difference between a tax and a fee? In what ways 
are they similar? 

6. What are the main differences between government borrowing 
and the borrowing of individuals and corporations? 

7. Does borrowing by the government reduce the cost of govern- 
ment to the people? Explain. 

8. How^ was public credit affected by the World War? 

References for further study. — Hunter, M. H., Outlines of Public 
Finance (1921), pages i-isd; 387-518. Seager, H. R., Introduction 
to Economics (1905), pages 533-544. Ely, R. T., OSlines of Econom^ 
ics, Third Revised Edition (1916), pages 643-688. Fetter, F. A., 
Modern Economic Problems (1916), pages 240-254. 


F. Es. Econ.— 26 


CHAPTER XXXIX 


TAXATION: GENERAL PRINCIPLES. INCOME AND 
PROPERTY TAXES 

How is the tax burden distributed? — We have seen 
that most government services are performed for the 
common benefit of all, and that all persons are therefore 
compelled to pay taxes for the support of the government, 
without regard to the particular benefits received by 
each. We must now study the basis on which taxes are 
distributed: what is the rule that determines how much 
each person shall pay? 

Equal distribution. — When an athletic club or a 
debating society is formed, the expenses are usually 
divided equally among the members. All pay the same 
^^dues.’’ Suppose we should distribute the costs of 
government in this way. We have seen that the total 
government expenditure in the United States is about 
nine billion dollars. The population of the United States 
is about one hundred and ten millions. Each person’s 
share would therefore be over $8o a year. A family of 
five (father, mother, and three children) would pay about 
$400. If the man’s salary or wages were from $1,000 to 
$1,200 his taxes would be one third or more of his year’s 
income. Another family of five, with an income of 
$12,000, would pay only one thirtieth of their income, 
and the very wealthy would scarcely feel their tax pay- 
ments at alL Of course there are many poor people 
from whom it would be impossible to collect $80. Every- 
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body agrees that the equal distribution of taxes would 
not do, that it would be extremely unfair to put so heavy 
a burden on the poor man and to collect so little from the 
well-to-do and rich, who could easily pay more. But if 
the burden is not to be divided equally, on what basis 
shall it be distributed? We learned in the last chapter 
that it would be impossible to make people pay in pro- 
portion to the individual benefits received. Payment 
according to the cost of the service to each individual 
would be equally unworkable. 

Taxation according to ability to pay. — In modern 
democratic governments the answer is: distribution 
according to ability to pay. The poor pay less than the 
rich, because they are less able to pay. The greater a 
man’s wealth, the greater is his ability to contribute to 
the support of government. The whole cost of govern- 
ment is to be distributed among the people in proportion 
to their respective abilities to pay. 

Proportional taxation illustrated. — Tax-paying ability 
is generally measured by the possession of wealth (or 
property) or the receipt of income. Two illustrations 
will make this clear. Suppose a tax of 1% is imposed 
upon each person’s property. A, having property worth 
$1,000, pays a tax of $10. B’s property is worth $50,000: 
his tax is $500. Each pays in proportion to his wealth. 
Or suppose an income tax of 5% is imposed. If A’s 
income is $700, his tax is $35. B, with an income of 
$7,000, pays $350. Each . pays in proportion to his 
income. Note that the rate of the tax, 1% on property 
or 5% on income, is the same for all taxpayers. Such a 
distribution, by means of a uniform rate, is called 
proportional taxation. 

Progressive taxation. — It is generally believed that 
even proportional taxation is unjust. It is believed that 
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B (in the example given), with an income ten times as 
■great as A’s, is able to pay more than ten times as much 
in taxes; in other words, that ability to pay taxes ' 
increases at a faster rate than the income or wealth. If 
this is true, proportional taxation takes too much from 
the poor and too little from the rich, and the rule should 
be progressive taxation, according to which the rate of the 
tax increases as the amount of the property or income 
increases. 

An example. — For example, the rates of a progressive 
income tax might be like this: 


On the first $i,ooo of income, i% 
On the part of the income from 


over 


$1,000 to 

2.000 to 

5.000 to 

10.000 to 

20.000 to 
50,000, 


t 2,000, 2% 
5 , 000 , 3 % 
10 , 000 , 4 % 

20.000, 5% 

50.000, 6% 
7 % 


Now A, with an income of $700, will pay a tax of 1%; 
i.e., $7. B, having an income of $7,000, will pay a tax 
made up of these amounts: 1% of $1,000, or $10; 2% 
of the next $1,000, or $20; 3% of the next $3,000, or $90; 
and 4% of the last $2,000, or $80; making his entire tax 
$200. Though B’s income is only 10 times that of A, 
his tax is nearly 30 times A^s. C, with an income of 
$14,000, would pay a tax of $520. His income is 20 
times that of A; his tax is 74 times as much. This is 
the result of progressive taxation. The greater the tax- 
payer's income, the higher is the rate of his tax. 

Various kinds of taxes. — Modern governments use 
several different kinds of taxes, the most important of 
wliich are (i) the income tax, (2) the property tax, 
(3) the inheritance tax, (4) the poll tax, (5) various kinds 
of business taxes, (6) excises; and (7) customs. 
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Income tax. The income tax is the principal tax in 
several of the most important countries of the world, 
such as the United States, Great Britain, and Germany. 

In the United States it is used by the national govern- 
ment and also by several of the most important states, 
such as New York, Massachusetts, and Wisconsin. 

Income taxes in the United States. — The United 
States federal income tax is imposed both upon residents 
and upon nonresidents who receive incomes from within 
the United States. The tax is imposed upon the indi- 
vidual’s “net income,” which is found by deducting 
from his total income the expenses necessary to obtain- 
ing that income and a few other items. Note that this 
is a different meaning of the term “ net income ” from 
that used in this book (see Chapter V). A certain 
amount of net income of every taxpayer is exempt, this 
exemption being greater for married than for single 
persons. There is also a certain exemption for each v 
minor child or dependent person supported by the 
taxpayer. These are called personal exemptions. The 
rates of the tax are progressive.^ Corporations are 
taxed separately on their net income.^ Individuals 
therefore are not required to pay the normal tax on 
dividends from corporations. Every year each indi- 
vidual and each corporation is required to fill out for 
the government a return stating all the necessary facts 

1 In the law of 1921, the personal exemptions are as follows: $1,000 for 
an unmarried person and $2,000 for a married person, except that a married 
person with a net income of less than $5,000 has an exemption of $2,500; 
husband and wife can have only one exemption of $2,000 or $2,500 between 
them; the exemption for each minor child or dependent is $400. The tax 
consists of a “normal tax” and a “surtax.” The rate of the normal tax 
is 4% on the first $4,000 of net income above the exemption and 8% on 
all income above that. The surtax is imposed on all net income above 
$5,000, at progressive rates running from 1% to 50%. 

2 The rate under the 1921 law is i2§ %, t-- 
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about his income. There are heaA^y penalties for failure 
to make the return or for making a false return. The 
income taxes of the states are similar to the federal tax. 
The rates are generally progressive but not nearly so 
high as in the federal tax. The federal income tax 
yields about two billion dollars a year. The New York 
state income tax yields about thirty millions; the 
Wisconsin tax about seven millions, each year. 

Advantages of the income tax. — The great advantages 
of the income tax are (i) that income is the best measure 
of tax-paying ability, (2) that the principle of progressive 
taxation is more easily applied than to any other tax, 
(3) that each citizen feels that he is contributing directly 
to the support of the government, and (4) that, by raising 
and lowering the rates, the government can control the 
yield of the tax to make it ht the government's needs; i.e., 
the income tax is elastic. 

Property tax. — The property tax is a tax based upon 
the value of the taxpayer’s property or wealth. Taxes 
upon certain kinds of wealth, such as land and buildings, 
are common throughout the world. In the United States 
what is known as the gene^'al property tax is used by many 
of the states and practically all the local governments. 
It is the most important source of income of the local 
governments (counties, cities, towns, etc.). The federal 
government does not use the property tax. 

Typical plan of American general property tax. — The 
general property tax in the United States is administered 
by town and city ofl&cers in some states, in other states 
by county officers. There is generally more or less super- 
vision by the state. No two states have exactly the 
same system, but the general plan is much the same 
everywhere. The following account will show the typical 
plan of the general property tax, in those states where 
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it is administered by the towns. With few changes this 
description will also hold of the states that have county 
administration. The tax assessors of each town make up 
a list of all persons residing in the town, with the total 
value of each person’s property opposite his name. This 
is the town tax list. Sometimes the taxpayer is required 
to hand in a list of his property; in other states the 
assessors make out the lists themselves. The process of 
preparing the list of property is called assessment. The 
next step is to determine the town tax rate. The town 
officers decide how much income is needed from the prop- 
erty tax and fix a rate which will yield that amount. 
The property tax is thus a proportional tax, not pro- 
gressive. For example, suppose the tax list of a certain 
town amounts to $850,000, and suppose it is decided to 
raise $10,200 from the property tax. 10,200 divided by 
850,000 gives .012, or 1.2% as the necessary tax rate. 
Tax rates are generally stated as so many mills on the 
dollar. This rate would be called 12 mills, rather than 
1.2%. Now it is evident that if every taxpayer pays 
12 mills on each dollar of his assessed property (or 1.2%), 
all the taxpayers will pay 1.2% of $850,000, which is 
$10,200, the amount which was to be raised. Having 
made the assessment and fixed the tax rate, it is a simple 
matter to determine the tax due from each person. The 
final step is the collection of this amount from each 
taxpayer. 

Town, county, and state taxes. — The counties also 
generally depend on the property tax. Each town in the 
county reports the total of its tax hst to the county offi- 
cers. The total of all these lists is the county list. The 
county officers determine the rate which will raise the 
necessary amount for the county, in the same manner as 
in the towns; this is the county rate. Collection follows. 
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Some of the states obtain part of their income from 
the general property tax. The method is the same as 
for the counties. The state list is made by combining 
the county lists, the necessary rate is determined, and 
collection is made. The taxpayer has to pay generally 
two, sometimes three taxes, though they are often com- 
bined and collected at the same time. In some states 
the original assessment is performed by county officers; 
the amount raised is then distributed between the county 
and the several towns or townships. There are many 
other variations in detail among the various states, 
which need not be studied here. 

Poor assessment. — The American general property 
tax works very badly. The chief difficulty is with the 
assessment. Some kinds of wealth are easy to discover 
and fairly easy to value; for example, land and buildings. 
But property in the form of stocks, bonds, notes, money, 
and bank deposits is hard to discover. If the taxpayer 
wishes to conceal such property, it is generally impossible 
for the assessor to discover it. And since concealment 
is so easy and safe, the temptation is too strong for most 
taxpayers. Other kinds of wealth, such as household 
furniture, books and pictures, jewelry and clothing, are 
seldom assessed; the taxpayer does not declare them and 
the assessor cannot discover and value them without 
a house-to-house search, which is rarely attempted. 

Real estate and personal property. — All property is 
divided into two classes: (i) land and buildings and 
permanent improvements upon the land, cdiled real 
estate, and (2) all other property, called personal property 
or personalty. The assessment of personal property is 
a complete farce. Not more than one fifth of the total 
value of personal property ever gets on the tax lists. 
Even real estate is poorly assessed. Probably not one 
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half the value of real estate throughout the country is 
on the tax lists. 

Underassessment. — Part of the evasion of the general 
property tax is due to intentional underassessment. The 
assessor is generally an elected officer, chosen by the 
votes of the taxpayers. Nobody likes to pay taxes, and 
the assessor has an unpopular job. If he is too strict he 
is likely to be defeated at the next election. He finds he 
can please people by putting their property down at less 
than its real value. Of course if he treated everybody 
alike, the result would not be changed. There would 
simply be a higher tax rate. But, once underassessment 
begins, it is certain that all will not be treated alike. 
The most scandalous inequality is the result. To correct 
such injustice there is in each town or county a board, 
generally called the hoard of relief, to hear complaints 
and revise unjust assessments. But little good is done 
by these boards. 

Special motive for underassessment. — When county 
and state share in the general property tax, there is 
another strong inducement to underassessment. Since 
the county tax, for example, is based on the tax lists 
of the towns, any town which turns in a small list thereby 
gets off with a lighter county tax. Suppose the tax list 
of town A is $1,000,000 and its tax rate 10 mills. If next 
year all property is put in at half the former value and 
the tax rate is raised to 20 mills, the town taxes will be 
unchanged. But the county tax of each citizen will be 
nearly cut in half. Hence there is a deplorable race 
among the various towns and counties to keep their lists 
low. There are county and state boards of equalization, 
the business of which is to correct such abuses, but they 
are able to accomplish very little. 

High tax rates. — One result of the general evasion 
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and underassessment is that the tax rates are very high. 

Of course, the smaller the amount of property taxed, the 
hio-her is the rate necessary to raise the required amount 
of'^revenue. If all the taxable property in the United 
States were assessed at its true value, the average tax 
rate would probably not need to be oyer 4 or 5 mdls. 
Actually the average is well over 10 mills, 20 mills is a 
common rate, and rates of 30 mills or even higher are not 
uncommon. With such high rates as this, it would be 
ruinous for any taxpayer to have his property assessed 
at its true value. This, in turn, is one of the great causes 
of evasion of the personal property tax. itenaember that 
the law requires that aU property be assessed at its full 
value In the case of land and buildings it is possible for 
the owner or assessor to put down a bw figure and make 
a pretense that this represents his judgment of the real 
value. But in case of a note or mortgage, a bond, or 
even a share of stock, the value is generally either per- 
fectly evident or easily ascertainable. It is not possible 
to undervalue such property without open violation of 
the law. But a 30-mill tax on a 4% 
three quarters of the entire income from the bond, ihis 
is ruinous, and since this is the kind of property that is 
most easUy concealed, people generally will evade the 
tax Thus evasion causes high tax rates, and high tax 
rates cause evasion. This is what is caUed a vicious 

circle” of cause and effect. . 

Reform of the general property tax. — Innumerable at- 
•s have made been to strengthen the general property 
Heavy penalties are provided for violation of the 
Extraordinary powers are granted tbe taxing official 
Yet the situation has grown steadily worse. 

is to give up the idea of the general 
tax upon only such kinds of 
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property as can be efficiently and honestly assessed, i.e., 
on real estate and a few simple forms of personal property, 
should be kept. The taxation of personal property gener- 
ally should be given up. This is what has happened in 
practically every important country except the United 
States. The income tax and other taxes should be relied 
on to reach the tax-paying ability of the owners of per- 
sonal property. In recent years, some of the most 
important states, such as New York, Connecticut, 
Massachusetts, Wisconsin, etc., have been taking steps 
in this direction, and improvement is beginning to come. 

EXERCISES 

1. Why should not all share alike in bearing the costs of 
government? 

2. If A's income is $4,000 and B’s income is $60,000, and A’s tax 
is $60 and B’s, $900, what kind of tax is it? What would it be if 
B’s tax were $1,000? $700? 

3. Why is the income tax so widely used |)y modern nations? 

4. Explain how a town can reduce its share of the county tax 
on property without reducing its own revenue. 

5. Would the general property tax work any better if the assess- 
ment were made by state officers? Why? 

6. If a town should reduce its tax rate by half, would the revenue 
from the general property tax be also reduced by half? Explain. 

7. Why would a tax on a few kinds of wealth work better than the 
general property tax? 

References for further study. — Hunter, M. H., Outlines oj 
Public Finance (1921), pages 97-119; 230-308. Ely, R. T., Outlines 
of Economics y Third Revised Edition (1916), pages 689-709. 
Taussig, F. W., Principles of Economics, Third Revised Edition 
(1921), Vol. II, pages 505-532; 539-551* Seager, H. R., hitroduction 
to Economics (1905), pages 544-555* Carver, T. N., Principles of 
National Economy (1921), pages 619-629. Fetter, F. A., Modern 
Economic Problems (1916), pages 255-269. Mill, J. S., Principles 
of Political Economy, Book V, Chapters II-III. Seligman, E. R. A., 
Essays in Taxation, Ninth Edition (1921), (see Table of Contents), 
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OTHER KINDS OF TAXES. DIRECT AND INDIRECT 
TAXATION 

Inheritance tax. — The inheritance tax is an important 
form of government income in modern times. It is used 
by national and state governments all over the world. 
Most of the states of the United States use it. Our 
national government has generally used it only in time 
of war^ but the inheritance tax imposed during the World 
War is still in force. Our local governments do not use 
the inheritance tax. 

Typical plan of the inheritance tax. — These are the 
important features of the typical inheritance tax: Usu- 
ally a certain amount of property is exempt. Above 
that the tax is imposed at rates which are usually doubly 
progressive, (i) The rate increases as the relationship 
between the decedent and the heirs or beneficiaries be- 
comes more remote. Thus property left to husband or 
wife^ children or parents, pays a low rate or none. That 
which is left to cousins or uncles, pays more. Still 
higher rates are imposed on property left to more remote 
relatives or to persons who are not related at all or to 
corporations. (2) The rate in each of these classes 
increases with the value of the property. Thus w’'e have 
a double progressioUj intended to carry out the principle 
of taxation according to ability to pay. The rates vary 
in the different states, going all the way from less than 
1% on small bequests to direct heirs up to 15% or more 
on large bequests to strangers or corporations. The 
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United States inheritance tax is progressive with re- 
spect to the amount of the estate only. The rates 
are from i%_on the first $50,000 or less up to 25% on 
any amount in excess of $10,000,000. Of course every 
estate must pay both the United States tax and the tax 
imposed by its own state. It will be seen that the com- 
bined inheritance tax may amount to a very considerable 
part of the bequest in some cases. The United States 
and some of the larger and wealthier states receive large 
incomes from the inheritance tax. 

Poll tax. The poll tax is used by many of the states 
and local governments in this country. It is a uniform 
tax (generally only two or three dollars) imposed upon 
everybody, _ regardless of his wealth or income. In some 
states it is imposed on men and women, in others on men 
only. Sometimes it is imposed only on persons qualified 
to vote. Of course the poll tax has no regard to the 
principle of ability to pay. Its amount is so small that 
the income produced is generally insignificant. Usually 
its collection is very lax. Frequently it is added to the 
property tax of each taxpayer, with no attempt to collect 
it from others. The yield is so small that it hardly pays 
for the trouble and expense of collection. There is 
nothing good to be said of the poll tax as it exists at 
present, and the best thing would be to give it up entirely. 

Business license taxes. — Many of our states and local 
governments impose taxes upon corporations and indi- 
viduals for the privilege of engaging in certain kinds of 
business. Such taxes are generally called license taxes. 
Before the adoption of prohibition, the commonest 
example was the license tax upon saloon keepers. Other 
common examples are the license taxes generally imposed 
by cities upon public hack drivers, taxicab owners, 
expressmen, and peddlers. Some of these taxes are small 
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and intended only to cover the cost of regulation; in 
that case they are fees, rather than taxes. But in other 
cases they are intended to produce a revenue and are 
real taxes. Most of the southern states have very exten- 
sive systems of license taxes upon a great variety of 
businesses, and considerable revenue is thus obtained. 
Except in the south, the income obtained from licenses 
is not important. 

Taxation of corporations. — The most important 
business taxes in the United States are the special taxes 
levied upon corporations. The income tax imposed upon 
corporations by the federal government has been noted 
already. We must now study the taxation of corporations 
by the states. 

Difficulties under the general property tax. — As 
stated in Chapter XIII, a corporation is, in the eyes of 
the law, a person, and can own property like an individ- 
ual. When the first corporations were organized in the 
United States, in the first half of the nineteenth century, 
the general property tax was the principal form of taxa- 
tion in the states and their local subdivisions. A 
corporation, being a legal person and owning property, 
was assumed to be taxable exactly like an individual. 
But it was not long before difficulties arose. In the first 
place, if the corporation was taxed on all its property 
and then the stockholders and bondholders were taxed 
on their stocks and bonds, this was unjust double taxa- 
tion; the same wealth was taxed twice. Since it was 
easier to tax the corporation once for all than to discover 
and tax all the stocks and bonds of individual owners, 
the taxation of the corporations continued. Some states 
avoided double taxation by giving up the taxation of 
stocks and bonds. In other states, double taxation 
continued. 
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More difficulties. Now came another difficulty. It 
has proved impossible to assess the property of many 
great corporations by the methods of the general property 
tax. Ordinary assessing is done by town or county 
assessors. They have a fair knowledge of the value of 
land and ordinary buildings. But to assess a great fac- 
tory full of complicated machinery requires an expert 
knowledge which the local assessor does not possess. The 
same is true of the property of railroad corporations, 
telephone and telegraph companies, banks and insurance 
companies, and many other classes of corporations. 
Moreover, the wealth owned by certain corporations is 
spread over many towns and counties, and even into 
neighboring states. It is ridiculous for the assessors of 
each town to try to value a few miles of railroad track 
or a certain number of telephone poles and wires. Also, 
it did not appear fair that the taxes on valuable terminals, 
stations, roundhouses, and shops, or on great office 
buildings, worth millions of dollars, should all go to the 
few lucky towns in which they happened to be located, 
while other towns had to be content with the taxes 
levied upon a few miles of right of way and track. And 
finally, what could be done about the locomotives and 
cars which passed through all towns but were not per- 
manently located in any town? 

State assessment of corporate property. — These con- 
ditions led in many states to central assessment of the 
whole property of certain kinds of corporations by state 
officers. The whole property of a corporation having been 
valued, the value is distributed among the towns and 
counties, each of which may then tax the corporation on 
its share of the value of its property and at the town 
rate. This is one of the common methods to-day in 
the taxation of such corporations as railroads, telephone 
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and telegraph companies, car companies, and power 
companies. 

Other methods of taxing corporations. — The method 
just studied is a modification of the property tax. Experi- 
ence has shown, however, that property is not generally 
the best basis for taxing corporations. Many states have 
therefore given up the property basis and devised other 
special methods for taxing certain classes of corporations. 
One of the leading methods is the gross earnings tax, by 
which the corporation pays a tax equal to a certain 
percentage of its gross earnings. Railroads, telephone 
and telegraph companies, express and car companies, 
water, gas, electric, and power companies, and others are 
taxed by this method in a number of states. Net income 
is used as the basis for certain corporations in a few 
states. Manufacturing and mercantile corporations are 
sometimes taxed in this way. Insurance companies are 
generally taxed on their income from premiums. Some- 
times corporations are taxed on the value of their stock 
or their stock and bonds. This is the usual method in 
the taxation of banks. 

Excises. — An excise is a tax levied upon the manu- 
facture or sale of certain commodities. In the United 
States excises are used by the federal government, but 
very little by the states or local governments. The best 
known example is the United States “internal revenue” 
tax on tobacco. For example, every manufacturer of 
cigars must obtain a license from the national government 
and must pay a tax upon all cigars made by him. The 
tax is levied by means of stamps, which the manufac- 
turer must buy of the government and paste on the box 
of cigars. This shows to everybody that the tax has 
been paid. From the time of the Civil War to the World 
War the national government obtained about half of all 
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its revenue from excises on liquors, tobacco, and a few 
other articles. During the World War, excise taxes were 
levied on a great many other articles; for example, 
automobiles, soda fountain drinks, many kinds of drugs! 
and a great many so-called “luxuries.” Prohibition did 
away with the excise on liquors, and most of the special 
war excises have been given up. The excise on tobacco 
is still an important source of federal income. The 
excise system is very simple. Usually only a few articles 
are taxed and the rates are simple and generally uniform. 
For this reason and on account of the use of stamps, the 
system is easily administered, there is very little evasion, 
and the cost of administration is low. 

Customs. Custotns are tuxes levied upon comnodities 
as they enter or leave the country; i.e., on imports or exports. 

The United States tariff. — In the United States the 
word tariff is generally used instead of customs, and the 
taxes so levied are commonly called duties or tarijf duties. 
The national government is the only one permitted by 
the United States constitution to levy customs, and 
duties on exports are forbidden. The only customs in 
the United States, therefore, are the tariff duties on 
imports levied by the national government. 

The tariff has been until recently the most important 
source of income of the United States government. 
From the establishment of the nation in 1789 to the 
Civil War it was usually the only important tax levied, 
.and from the Civil War to 1913 it provided about half 
the government income. Since then the income tax has 
become the most important source of revenue. 

Customs administration. — Unlike the internal revenue 
system, the United States tariff is extraordinarily complex. 
Almost every kind of commodity imported into the coun- 
try is. taxed. Thousands of different rates of the most com- 
F. Es. Egon. — 27 
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plicated sorts are imposed. There are two important kinds 
of rates, (i) A specific rate is a certain amount of money 
for each physical unit of the commodity. Thus, the tariff 
on butter may be 2| cents per pound. (2) An ad valorem 
rate is a certain percentage of the value of the commodity. 
For example, the duty on woolen cloth may be 35 per 
cent. The tariff of the United States includes both 
specific and ad valorem rates and sometimes a combi- 
nation of both. Administration of the tariff is a big 
undertaking. The frontier of the country, both land and 
sea, must be watched by officers of the government to 
prevent smuggling,’^ i.e., bringing in goods secretly 
without paying duty. All merchandise entering the 
country must first go to the customhouse and be exam- 
ined, measured, or valued, and the proper duty must be 
determined. The baggage and even the persons of trav- 
elers entering the country must be searched. An army 
of inspectors, detectives, appraisers, and other officers 
is employed. The cost of administration is therefore 
much greater than that of the internal revenue taxes. 

Double purpose of customs. — Customs have one 
important peculiarity. The normal purpose of taxation 
is to raise revenue for the government. All of the other 
taxes we have studied are imposed solely, or almost 
solely, for this purpose. The customs frequently have 
another purpose; namely, to give aid, or “protection,” 
to manufacturing and other industries in the home 
country. Great Britain is almost the only important 
nation which uses her customs for revenue only. Prac- 
tically all other countries, have the double purpose of 
revenue and protection. This double purpose explains 
most of the complexities and confusions and adminis- 
trative weaknesses of the United States tariff. The 
subject of protection will be studied in the next chapter. 
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The shifting of taxes. — Having studied separately the 
principal kinds of taxes, let us now look into the economic 
effects of taxation. The United States government 
imposes upon all cigar manufacturers an excise of Si. 50 
to $15.00 (depending on the value of the cigars) per 
1,000 cigars made. This tax is an addition to the cost 
of making cigars. In competitive industry everything 
which increases costs tends to increase price. Cigar 
manufacturers cannot continue to sell cigars at the old 
prices. They are compelled to add the tax to the price. 
The burden of the tax is therefore shifted from the manu- 
facturer to the dealer. The dealer, of course, having to 
pay a higher price, must charge a higher price. He Thus 
passes the tax on to the next buyer. So the tax is passed 
on till the consumer of the cigars is reached. Such a 
tax, therefore, is finally borne, not by the manufacturer, 
upon whom it was imposed, but by the consumer of the 
goods. Practically all excises are thus shifted. 

The same thing happens in the case of the customs. 
The importer adds the duty to the price at which he 
formerly sold the goods, and the tax is passed on, by 
increases in price, till it finally falls upon the consumer. 
Most business license taxes, likewise, add to the cost of 
business and so are shifted through increased prices. 

Indirect taxes. ■ A tax ivhich is regularly shifted by 
the person on whom it is imposed to the consumer of the 
goods is called an indirect tax. What makes it possible 
to shift a tax is the fact that the tax has increased the 
cost of making every unit of the product and so has 
raised the price. 

Direct taxes. — Not all taxes are shifted. When a tax 
does not cause an increase in cost of production it will 
not be shifted. Here are some examples, (i) The inheri- 
tance tax is npt shifted. There is no effect on cost of 
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production of anything. There is no price to be raised 
by the person who pays the tax. He must pay it and be 
content to have his bequest reduced by so much. He has 
no power to shift the burden to any one else. (2) Like- 
wise the individual income tax has nothing to do with 
cost of production. There is no price to be raised. The 
taxpayer bears the burden and cannot shift it. (3) This 
is generally true of the property tax, though there are 
some exceptions. (4) The poll tax, obviously, cannot be 
shifted. (5) A tax on monopoly profits cannot be shifted, 
if the monopolisms prices are fixed at the point that will 
give him the maximum profit, (pages i83”i84). Suppose 
a monopolist is selling mineral water at 50 cents a bottle 
and making a profit of $50,000 a year. Now suppose the 
government lays a tax of 10% on his profits. It will do 
him no good to raise his price. Suppose he tries it, 
making the price 60 cents. Since the former price was 
the one that gave him the maximum profit, his profits 
will now decline, let us say to $48,000. His tax will be 
$4,800, and he will have $43,200 left. But he would have 
been better off if he had paid a tax of $5,000 on $50,000 
of profits. That would have left him $45,000. It is 
better to pay 10% on a large profit than 10% on a 
smaller profit. The monopolist will therefore find him- 
self unable to shift the tax on his profits. (6) The same 
is generally true of all taxes that fall, not on all profits, 
but on extra large profits or profits above a certain 
considerable minimum, like the excess profits tax imposed 
by the United States during the World War. Such taxes 
on profits do not raise all costs of production and are 
generally not shifted. A tax which is not regularly shifted 
hut is home hy th-e person on whom it is imposed is called 
a direct tax. The six taxes mentioned in this paragraph 
are examples of direct taxes. 
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Consumption taxes. — The term consumption tax is 
commonly used to mean a tax which raises the price of 
some commodity or service to the consumer. Most 
indirect taxes are consumption taxes. As is said, ^'They 
increase the cost of living.’’ It makes a great difference 
whether consumption taxes are imposed upon necessi- 
ties or luxuries. In the former case, such as the excise 
on salt which some nations impose, the tax may be a 
heavy, unjust burden on the poor. No great injustice 
can come from a tax on luxuries. On the other hand, a 
tax on articles consumed only by the rich will not yield 
much revenue, since not many of the articles will be 
made. The ideal consumption tax is one imposed on an 
article of wide general use and inelastic demand but 
which is not a necessity of life; for example, the to- 
bacco tax. 

EXERCISES 

1. In what two ways is the inheritance tax generally progressive? 

2. Why does the poll tax produce so little revenue? 

3. Why is it harder to tax the property of corporations than of 
individuals? 

4. Construct a definition of ^‘double taxation.” Give some 
examples. Is double taxation necessarily unjust? 

5. Why does the tariff cost more to administer than the internal 
revenue system? 

6. State whether each of these taxes is direct or indirect, and 
explain: (i) poll tax, (2) tariff, (3) income tax, (4) dog license tax. 

References for further study. — Hunter, M. H., Outlines of 
^ Public Finance (1921), pages 157-229; 309-386. Seager, H. R., 

Introduction to Economics (1905)? pages 555 " 5 S 8 . Ely, R. T., Out- 
lines of Economics, Third Revised Edition (1916), pages 710-739. 
Taussig, F. W., Principles of Economics, Third Revised Edition 
(1921), Vol. II, pages 532-538; 552-562. Fetter, F. A., liodern 
Economic Problems (1916), pages 270-280. Mill, J. S., Principles of 
Political Ecojtomy, Book V, Chapters IV-VI. Seligman, E. R. A,, 
Essays in Taxation, Ninth Edition (1921), (see Table of Contents). 

f ' • ' ■ 


CHAPTER XLI 


THE PROTECTIVE TARIFF 

Free trade versus protection. ” — In the last chapter 
we learned that customs (or tariffs) are commonly 
imposed, not only for the sake of revenue, but also to 
give aid to certain industries in the home country. The 
wisdom of this policy has always been open to serious 
question. A dispute has thus arisen over the protective 
tariff, which has raged in many countries, but nowhere 
so continuously and violently as in the United States. 
The conflict over U free trade versus protection” has gone 
on, interrupted only by occasional lulls, from the colonial 
period down to the present day. Scarcely any practical 
problem in economics is more important than this. We 
must therefore study carefully the economic principles 
of the protective tariff. 

Free trade leads to international division of labor. — 
We have learned that when people are left free to trade 
as they wish, every one seeks to buy in the market where 
prices are lowest and to sell where prices are highest. 
This results in international division of labor; the people 
of each nation specialize” in producing those things 
for which their nation is especially adapted. Other things 
they obtain from abroad, more cheaply than they could 
produce them at home. As a result they have a greater 
amount and variety of wealth to enjoy than would be 
possible if everything had to be produced at home. 

Effect of the tariff. — International division of labor 
always takes place when trade is free. It can be checked 

' ' 422 ■ 


THE PROTECTIVE TARIFF 


423 

or prevented by governmental interference with freedom 
of trade. Let us study a simple example. Suppose it 
costs $1.50 to make a certain, kind of pocketknife in this 
country, whereas the same knife can be made abroad and 
sold in our markets for $1.00. Under these circumstances 
this kind of knife would not be made in this country 
but would be imported. Now suppose Congress imposed 
a tariff upon such knives. What would be the result? 
It all depends on the amount of the tariff. A tariff of 
$.10 each might be imposed. This would make the 
foreign knives cost $1.10 in our market. At that, they 
would be cheaper than if made in this country. None 
would be made here; we should continue to import all 
we used; and the government would collect $.10 on 
each knife imported. This tariff would produce revenue 
for the government but, on account of the low rate, 
would not give protection to home manufacturers. 

Foreign trade diminished; new home industries 
created. — But now let us suppose the tariff is raised to 
$.55 on each knife. The foreign knives will now cost 
$1.55 in our markets. But we can make them ourselves 
at a cost of I1.50. American manufacturers will accord- 
ingly take up the making of the knives, they will be 
sold at $1.50, and we will no longer buy any from abroad. 
We thus arrive at an economic law. By means of a tarijf 
greater than the diference between the cost of production 
at home and abroad the import of practically any commodity 
can be stopped and a home industry built up. A tariff 
which accomplishes this gives protection; it is a protective 
tariff. Of course, so far as a tariff prevents imports, it 
yields no revenue to the government. 


This policy can be carried as far as desired, up to the 
point where imports of almost every sort are made impos- 
sible and there is hardly any foreign trade. However far 




424 


THE ECONOMICS OF GOVERNMENT 


it is carried, the result is the growth of new industries 
that did not formerly exist. International trade is 
diminished. The nation does not specialized^ so much. 
There is more '^diversity of industry. ’’ A certain number 
of things, which could have been obtained cheaply from 
abroad, are now made, at greater cost, at home. 

The heart of the controversy. — Right here we come 
to the heart of the controversy over protection. The 
‘‘protectionistdd says that it is to the advantage of the 
nation thus to increase diversity of industry. The free 
trader dd says this is a loss to the nation, that the nation 
gains most when it enjoys all the advantages of 
international division of labor. 

Meaning of free trade. — Let us stop a moment here 
to ask what is meant by the teim free trade. Free trade 
does not mean no tariff at all; it only means no protec- 
tion, or, in other words, a tariff for revenue only. The 
free trader is not opposed to tariff; he is opposed only 
to protection. There is no country in the world that is 
entirely without a tariff, and nobody advocates this. 

The revenue tariff. — . But it is possible to have a 
tariff that gives no protection; i.e., a revenue tariff. This 
can be accomplished by following two simple rules. 

(1) Lay the duties on articles that cannot be produced 
at home. For example, Great Britain lays duties on such 
articles as tea, coffee, and cocoa, which could not be 
produced in England. There is no possibility of building 
up a home industry; hence no protection is given. 

(2) The other rule is to couple with every tariff duty an 
excise duty of the same amount. This will raise equally 
the cost of the homemade article and the imported article, 
leaving them in the same relative positions as before. 
If the imported article was cheaper, it will still be cheaper, 
no matter how heavy the duties. Hence there is no 
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protection. By following these two rules, Great Britain 
has built up a revenue tariff, giving no protection, inter- 
fering little with international trade, yet producing a 
large revenue for the government. 

The arguments for protection. — We may now return 
to the conflict over the protective tariff. The advantages 
of trade (see Chapters XXIX, XXX, and XXXI) are so 
clear and so important that the burden of proof rests 
on those who claim that a nation will gain by putting 
artificial restrictions upon its foreign trade. Let us 
examine the principal arguments usually advanced in 
favor of protection. 

(1) The favorable balance of trade argument. — First 
of all we come to the argument that a nation gains in its 
foreign trade only through its exports; that imports are 
a loss; and that the tariff is an advantage through its 
influence in checking imports. This argument rests on 
fallacies regarding the nature of international trade 
which we have already studied, in Chapter XXX. It 
was there shown that exports have no superiority over 
imports. We saw also that the two sides of the trade 
balance tend to be equal. If, therefore, the tariff cuts 
down our imports, it must eventually reduce our exports 
just as much. It is therefore neither desirable nor 
possible to reduce imports without also reducing exports. 
This argument needs no further study. 

(2) The gold argument. — It is argued that a 
“favorable” balance of trade causes gold to flow into 
the country, which is a national advantage. This argu- 
ment is simply a corollary of the preceding and is based 
on the same fallacies regarding international trade. We 
learned in Chapter XXX that it is neither desirable 
nor possible for a nation to pile up gold by means of 
an excess of exports over imports. 
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(3) The added industry argument. — It is argued that 
the tariff, by causing the development of additional honie 
industries, is an advantage to the nation. It is admitted 
by all that the tariff can cause new industries to appear. 
The point overlooked is that these added industries are 
the result of capital and labor diverted from other indus- 
tries which we should otherwise have had. When the 
people are induced by the tariff to turn to making some- 
thing that they used to buy abroad, they have to give 
up something else that they were doing. The same 
capital and labor cannot be employed in both the old 
and the new industries at the same time. And if new 
capital and labor are coming into the country, it would 
have been more profitable to employ them in those 
industries which are naturally fitted to the nation, rather 
than in unfavorable lines which will not be entered 
except under the influence of the tariff. In short, when 
the tariff builds up new industries, it does not add any- 
thing to the nation’s total industry. It merely diverts 
capital and labor from other industries. This conclusion 
also follows from what has been learned about inter- 
national trade, as pointed out in the discussion of the 
^ffavorable” balance of trade argument. When the 
tariff causes the building up of a new industry, it does 
so by shutting out an article formerly imported. This 
reduction of imports must cause an equal reduction of 
the country’s exports. Some home industry that was 
engaged in making articles for export is therefore driven 
out of business. Thus the tariff, while adding a new 
industry, kills an old industry. There is a diversion of 
industry, not an addition to industry. And since industry 
is thus diverted from the more profitable into the less 
profitable lines, the result is a net loss for the nation. 
This argument for protection rests largely on misunder- 
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Standing of the nature of trade and international division 
of .labor. 

(4) The wages argument. — (a) It is claimed that the 
tariff, by causing the development of added industries, 
increases the demand for labor, and so raises wages. 
This argument is, of course, based on the preceding one. 
It fails just as soon as we understand that the tariff does 
not increase, but simply diverts industry, and so cannot 
add anything to the demand for labor. 

(&) The wages argument is sometimes put in another 
form. It is said that, without the tariff to keep out cheap 
foreign- goods, American manufacturers could not pay 
their present high wages, but would have to reduce 
wages or else go out of business; the tariff is therefore 
in the interest of the workingman. Here is the answer; 
Many American industries get along perfectly well with- 
out protection; they are the industries that are naturally 
fitted to flourish here. They have no difficulty in paying 
the high level of American wages; they pay just as high 
wages as the protected industries. The only industries 
that would be unable to pay present wages without 
protection are those very ones that were artificially 
built up by the tariff. We have just seen that the diver- 
sion of industry into these lines was a net loss to the 
nation. If the tariff were removed, this capital and labor 
would go back to the more favorable industries. The 
laborers would suffer nothing (except temporary incon- 
venience) from the change. 

Wages and labor cost. — (c) There is a good deal of 
careless talk about wages. Protectionists claim some- 
times that, just because wages are high, it costs more 
to produce anything in this country. They are frightened 
at the prospect of competition with the products of 
“foreign pauper labor.” Now farm wages are probably 


428 


THE ECONOMICS OF GOVERNMENT 


higher in our Mississippi valley than anywhere else in the 
world, yet wheat can be produced there more cheaply 
than anywhere else. The reason, of course, is in the 
natural advantages of soil, and climate, and the skillful 
use of machinery. In many lines of steel manufacture, 
goods are produced more cheaply in America than any- 
where else in the world, in spite of high wages. The 
cause is to be found in our marvellous natural resources 
and the skillful organization of the industry. In most 
industries high wages are paid because of the high skill 
of the workers. They are worth it.^^ Few American 
employers would be willing to exchange their . skilled 
laborers for Chinese coolies even at the low wages which 
such labor receives in China. It is worth noting that 
the countries whose competition our manufacturers most 
fear are England, Germany, and France; not China, 
India, or Africa. In spite of the talk of ^Toreign pauper 
labor,” they are most afraid of the competition of those 
countries where wages are high. In fact the successful 
industrial nations are the very ones where wages are high, 
not low. 

High or low wages, as such, mean nothing in inter- 
national competition. The only important thing is labor 
cost of production^ a very different matter. If an Ameri- 
can manufacturer can get in a day 100 yards of cloth per 
man employed at a wage of $5, while his foreign com- 
petitor, paying only $4, gets 75 yards, which one has the 
advantage? To answer this question we must find the 
laior cost per yard of cloth, by dividing the wage by the 
amount produced. The result is a labor cost of 5 cents 
a yard in America and s| cents abroad. The American 
has the advantage, so far as labor is concerned. High 
wages are no handicap to him. This is the normal 
condition in those industries that are favorable to us. 
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^ Only in those industries which are unsuited to American 

I conditions are high wages an obstacle. It is only these 

industries that have to depend on the tariff. 

^ Effect of withdrawing protection. — The wages argu- 

ment is the one upon which the protectionists in the 
United States chiefly rely. Without doubt many Ameri- 
can employers honestly believe that the tariff' is necessary 
not only to their own profits, but also to the well-being 
^ of their^ employees. Those who are engaged in lines of 

production which could not exist without tariff protec- 
tion ^ realize that, without protection, they could not 
continue to give employment to their laborers at the 
present scale of wages, or indeed at any wages at all 
They picture the distress that would follow from throwing 
all these workers out of employment. They forget that 
these workers would eventually find just as remunerative 
employment in other industries, not dependent on the 
^ tariff. ®tit even so, there would be some temporary 

inconvenience and suffering during the process of 
shifting. This no one can deny. Industry that has 
become adapted to the artificial condition of protection 
cannot instantly adjust itself to free trade without loss, 
both to capitalists and to laborers. This is not a valid 
argument for retaining permanently the artificial con- 
dition. But it is an argument against sudden and sweep- 
ing reduction or removal of protection. Capitalists who 
I have invested in certain industries, relying in good faith 
upon the government's policy of protection, are right in 
asking that a change in that policy be made gradually and 
carefully so as to minimize the necessary losses of re- 
adjustment. The laborers employed in such industries 
have a right to the same consideration, though their 
risk is less than that of the owners. 

(s) The infant industry argument. — Suppose we arc 
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buying from foreigners an article which could some day 
be made in this country just as cheaply. The reason it is 
not now made here is that foreigners have started ahead 
of us. They have developed the machinery; they have 
the trained workers. While we are getting started^ it 
will cost us more. Now if a tariff were put on for a few 
years it would counteract these difficulties of starting; 
later it could be removed and the industry would stand 
on its own feet. The argument for such temporary pro- 
tection is called the ^Tnfant industry argument. Note 
(a) that it can apply only to an industry which is suited 
to our natural conditions; (b) that the obstacles to be 
counteracted are tem^porary, not permanent; (c) that the 
tariff must be only temporary; and (d) that after the 
removal of the tariff, the industry will be able to stand 
on its own feet. When all these conditions are met, and 
when it is proved that it would benefit the nation thus 
to hasten the coming of the industry, this argument is 
correct. In the early history of the United States it was 
an important argument. To-day it is of little practical 
importance. The United States is a developed industrial 
nation. We have few ^Tnfant industries” that need 
temporary protection. As a matter of fact this argu- 
ment has not usually been urged in good faith. It has 
been used to get the tariff, after which other arguments 
were brought forth to prevent the later removal of pro- 
tection. Most protectionists to-day advocate permanent 
protection. 

Fallacy of the arguments for protection. — The fore- 
going are the chief arguments used in the attempt to 
prove that the protective tariff is a benefit to a nation 
economically; i.e., that it will increase the wealth of the 
people. They have all been shown to be false, with the 
exception of the ^"^infant industry” argument under 
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certain conditions. A simple way to expose the fallacy 
of the whole set of arguments is to notice that they are 
just as effective in proving that different parts of the 
same country should have protection against each other. 
For example, suppose that the seceding Confederate 
States had won the Civil War. We should then have 
had two nations, north and south. Each would have had 
its tariff to give protection against the other. If the 
protectionist arguments were true, each nation would be 
benefited by its tariff. Then why should we now forego 
those advantages, merely because we are one nation? 
Notice that nothing can be found in aii}^ of the arguments 
that makes them apply only to two separate nations. 
And if it is once admitted that the whole United States 
is ■ better off with free trade between north and south, 
why would not the United States and Canada as a whole 
be better off if their tariffs against each other were 
abolished by mutual agreement? 

Conclusion. — Our conclusion is that the protective 
tariff is an economic burden, a cause of loss. The cost 
of living is raised for all the people, and what little benefit 
there is goes to the entrepreneurs in the protected indus- 
tries. The people are deprived of the advantages of 
international division of labor and are made poorer in 
the wealth that satisfies their needs. The economic 
advantage is all on the side of freedom of international 
trade. 

(6) The military necessity argument. — There is 
another line of argument for protection of an entirely 
different sort. Certain industries are necessary to a 
nation^s safety in time of war. If such industries do not 
exist naturally, they may be developed by means of a 
protective tariff. There can be no doubt of the wisdom 
of protection for this purpose, provided that it is proved 
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1. It is not now possible to raise coffee at a profit in the northern 
part of the United States. Could anything be done to make it 
possible? If so, what, and what would be the results? 

2. Is anybody better off on account of the tariff on imported 
diamonds (assuming that none are produced in this country)? Is 
anybody worse off? Explain. 

3. Would the answer to Question 2 have been different if the 
commodity had been sugar (which is produced in this counti*}')? 

4. Would it be possible to reduce revenue by raising tariff rates? 
Explain. 

5. State the chief difference between a revenue tariil and a pro- 
tective tariff. 

6. If the present tariff on woolen cloth were removed, what 
would be the probable results on (i) wages, (2) profits, (3) the cost 
of living, (4) the revenue of the government? 

7. Does an industry always need protection because wages are 
high? Give reasons. 

S. What kind of industries would have to be given up if there 
were no protective tariff? 

References for further study. — Taussig, F. W., Principles of 
Economics j Third Revised Edition (1921), Vol. I, pages 507-544. 
SeagCT, li. R., Introduction to Economics (1905), pages 368-384. 
Johnson, A. S., Introduction to Economks, Revised (1922), pages. 
417-447. Carver, T. N., Principles of National Economy (1921), 
pages 443-468. Ely, R. T., Outlines of Economics, Third Revised 
Edition (1916), pages 368-383. Fetter, F. A., Modern Economic 
Problems (1916), pages 199-239. Mill, J. S., Principles of Political 
Economy, Book V, Chapter X, Sec. i. Taussig, F. W., Tariff ^ History 
of the United States, Sixth Edition (1913), (see Table of Contents). 
Taussig, F. W., Free Trade, the Tariff, and Reciprocity (1920). 
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CHAPTER XLII 


GOVERNMENT INDUSTRY 

So far we have been studying chiefly the primary 
functions of government and the ways in which govern- 
ments secure the money to pay the costs of these 
functions. But we have also learned that governments 
frequently engage in industrial enterprises, furnishing 
goods or services to the citizens on about the same basis 
as private business. 

The motives of government industry; industry for 
profit. — Governments do not engage in business indis- 
criminately. As a rule, industry is left to private enter- 
prise. The government generally has some special reason 
for going into any particular industry. Sometimes the 
government goes into business to make a profit, like any 
individual business man. For example, the French 
government engages in the tobacco business for profit. 
During the World War, the United States raised the 
rates on letter postage and so conducted the first-class 
(letter) mail business for a profit. When a government 
runs a business for profit, it is generally found necessary 
to make it a government monopoly by law, so as to 
prevent competition by private enterprise. The French 
tobacco business and the business of carrying first-class 
mail in the Un-ited States are government monopolies. 
However, modern governments seldom go into industrial 
enterprises for profit, and the incomes from government 
industries are seldom more than enough to pay the costs. 
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Industry for the sake of primary government 
functions. — Governments more often take up certain 
industries because it is believed necessary to the per- 
forming of some primary government function. For 
example, when the telegraph and telephone were 
invented, the European rulers saw at once the great 
military importance of these services. They felt that 
it would not be safe to leave them in private hands; in 
other words that the performance of the function of 
defense necessitated government control. This e.xplains 
why the telegraph and telephone have always been 
government industries in many European countries. 
This is also the chief reason why the railroads were 
taken over by the states in Germany. We have prac- 
tically no example in the United States of an industry 
carried on for military reasons. The telephone and 
telegraph are privately owned. But it is interesting to 
note that the United States government found it neces- 
sary to take over the railroads temporarily during the 
World War. An interesting example in this country of 
a government industry run in the interest of the govern- 
ment’s primary functions is the United States govern- 
ment printing ofhce. In carrying on its ordinary business, 
the government needs so much printing that a govern- 
ment printing establishment was found desirable. It 
is the greatest printing establishment in the country. 

The post office. — The one universal example of a 
government industry undertaken for this reason is the 
post office. This is a government enterprise in nearly 
every nation of the world. Sometimes its establishment 
has been due to military needs. But the principal reason 
for the government post office is the feeling that com- 
munication must be easy and cheap for all the people in 
order that the government may be strong and successful. 
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Only thus can public sentiment and patriotism be 
fostered; only thus can the people have a national 
feeling and express it, so that the government may act 
as the people desire. It is felt that those ends would not 
be accomplished if the business of handling the mail 
were left to private enterprise. Hence practically all the 
governments in the world have control of the postal 
business. 

The United States post office. — The post office is 
the only great nation-wide government industry in the 
United States. Mail matter is divided into four classes. 
The first class consists of letters and all other written 
matter, also all matter that is sealed. The charge is 2 
cents an ounce (postal cards, i cent). The second class 
consists of newspapers, magazines, and other periodicals. 
When mailed by any person except the publisher or news 
agents, the rate is i cent for each 4 ounces. Publishers 
and news agents have special rates: for that part of 
the periodical which consists of reading matter the rate 
is only i| cents a pound; for the advertising matter 
the rates are from 2 cents to 10 cents a pound according 
to the distance. The third class includes all other printed 
matter (except books), such as circulars, pamphlets, etc. 
The fourth class consists of merchandise and books and 
everything else not included in the first three classes. 
For the smallest packages (weighing 4 ounces or less) 
the rate is i cent an ounce. All packages weighing more 
than 4 ounces go by ^^parcel post,’^ at rates which vary 
with the weight and the distance in accordance with a 
system of ^^zones.” 

The “ flat rate.’^ — This system of classification and 
rates is peculiar in several ways. Notice first that, for 
the first and third classes and to a great extent also for 
the second class, the rates depend only on the weight of 
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the package without any reference to the distance carried. 
The charge for a letter to your next-door neighbor is the 
same as for one that goes four thousand miles across the 
continent. One reason for this is that the greater part 
of the cost of handling the mail is in collecting and 
delivering at the two ends, and this cost is, of course, the 
same whatever the distance carried. Disregarding the 
distance makes the business much simpler than it would 
otherwise be. But the chief reason for the rate’’ 

is the desire of the government to make communication 
cheap and wide-spread over the whole country. The costs 
are averaged, and the people living in remote and inac- 
cessible places are given an advantage at the expense 
of those in the thickly settled regions. This, as we have 
seen, was the principal reason for making the post office 
a government industry. 

Discrimination between first and second class. — 
Another peculiarity of the United States post office is 
the great difference between the rates charged in the 
first and second classes. First-class mail pays very high 
rates, much higher than the cost of the service. The 
post office does not keep accounts that show the receipts 
and expenses for the separate classes, but it is probable 
that there is a profit of 50 per cent or more on first-class 
mail. On the other hand, the rates for second-class mail 
are very low. It costs the post office to handle tliis mail 
several times as much as it receives. The government has 
a monopoly of the business of handling first-class mail. 
Otherwise it would be impossible for it to charge such 
high rates. The profit made on the first class, however, 
is all wiped out by the loss on the second class. The 
post office business, as a whole, is run at a considerable 
loss, which has to be made up out of the income from 
taxation. 
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Few state industries. — The states of the United States, 
with very few exceptions, have hardly anything in the way 
of government industries. Before the Civil War, a num- 
ber of states went into railroading, banking, and some 
other industrial enterprises. These ventures were al- 
most all such disastrous failures that the states have 
since then generally fought shy of government industry. 

Municipal industries. — The American cities and 
towns frequently carry on industrial enterprises. The 
commonest form is the business of supplying water. 
A great many cities own and operate their water supply 
systems. There are some municipal gas systems, munic- 
ipal street car lines, and a few other examples. ' 

On the whole, aside from the post office, government 
industry has not gone very far in the United States, not 
nearly so far as it has in certain European countries. 

The arguments for government ownership. — Some peo- 
ple believe that government industry is an advantage 
to the people. They point to the large sums paid in 
interest to private capitalists and the large profits made 
by private entrepreneurs, and they say that these gains 
might just as well go to the public. They charge discrimi- 
nations and unfair treatment by private industry and 
claim that a government enterprise would treat all alike, 
pointing to the post office as an example. So it is argued 
that government industry should be extended as far and 
as rapidly as possible. 

The case against government ownership. — This argu- 
ment overlooks some important facts. In the first place, 
the government cannot get capital without paying 
interest, any more than a private entrepreneur; unless it 
confiscates private property without compensation, which 
is so flagrantly unjust that few advocates of government 
ownership would urge it. 
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Politics. — Secondly, it is very doubtful if, under 
government ownership, there would be any profits to 
distribute to the people. It is a fact that government 
management is generally less efficient than private busi- 
ness. Politics enter in the choice of employees. It is 
notorious that most government employees are appointed 
because of their political views and services rather than 
their fitness for the work. United States postal employ- 
ees have furnished a well-known example. Everybody 
' knows how our city jobs are handed out as political 

rewards. Government industry thus has less efficient 
labor than private industry. Also politics interferes with 
discipline. Workers cannot be controlled, the incom- 
petent cannot be discharged, without arousing political 
protest. Those in charge are afraid of this. The em- 
1 ployees in government offices have often succeeded in 

I preventing the introduction of labor-saving machinery, 

I cost accounting, efficiency systems. For fear of political 

trouble, the managers dare not enforce discipline and 
efficiency. Anybody who cares to take the trouble to 
visit the office of a city department and then the office 
of a great corporation will notice the lax, easy-going 
spirit in the government office as compared with the 
lively efficiency of the private business. Or go out and 
watch a gang working on the road. You can generally 
tell, by simply noticing how the laborers work, whether 
' it is a private or a government job. 

The motive in private and in public business. — There 
is another serious weakness of government industry. The 
private business man uses his best energies to make his 
business a success, because he has risked his own capital 
in it; he will suffer loss if it fails; he will make profits 
if it succeeds. Self-interest is the spur that makes him 
efficient. Even the hired manager of a corporate business 
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is spurred on by the knowledge that the stockholders 
are looking to him to safeguard their capital and make 
profits for them. His own position and prosperity depend 
on his efficiency in the business. But the public officials 
in charge of a government industry do not have this 
motive for efficiency. They are not risking their own 
capital. The profits will not go to them. They will not 
bear the losses. Their jobs depend on pleasing, not a 
critical group of stockholders, but simply the general 
body of voters or the leaders of the political party. Such 
approval is apt to be won by easy-going treatment of 
employees and showy service to the public, rather than 
by the hard test of business success. Government 
industry is thus weakened at the top. 

Government accounts. — No private business man 
would think of running his business without keeping 
accurate accounts. We have learned how careless all 
grades of government in the United States are about their 
budgets. This carelessness runs through the accounting 
systems of practically all government offices. The 
United States post office goes along with crude accounting 
methods which no great private corporation could stand 
for a day. It is seldom possible, to tell exactly what the 
financial results are in a government industrial enterprise. 
This laxity in accounting is a further defect of government 
industry. 

Discrimination. — The supposed superiority of govern- 
ment industry in giving equal treatment to all is not 
very important. Few private businesses make such 
glaring discriminations as are made by the United States 
post office, for example. First-class patrons are charged 
far more than the cost of the service. Periodical pub- 
lishers receive a valuable service at a small fraction of 
its cost. Through the flat rate, people in scattered, 
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remote sections are favored at the expense of those in 
thickly settled parts of the country. These discrimina- 
tions may be justified, but they show that government 
industry does not necessarily avoid discrimination. It 
is probable that there is at least as much discrimination 
between shippers on the state railroads of Germany as 
there is on the privately owned railroads of the United 
States. 

Conclusion against government ownership. — These 
weaknesses of government industry are so serious that 
governments are seldom able to furnish commodities or 
services at as low a cost as private businesses. We have 
learned that few government industries make any profits. 
Generally they are run at a loss, which has to be made 
up by taxation. When the government does undertake 
to make a profit, it is almost always necessary to give it 
a monopoly; otherwise it would be driven out of business 
or forced to run at a loss by the competition of the more 
elficient private business. This is the case with the 
French tobacco business and the United States first- 
class postal business. It is to the interest of the people 
to have things produced at the lowest possible cost. 
Private business can generally produce more cheaply 
than government industry. It does not do the public 
any good to wipe out private profits if the cost of the 
goods is increased to the consumers. The general con- 
clusion, therefore, is decidedly against government 
industry, except when the enterprise is necessary to the 
accomplishment of the government’s primary functions. 

The case of monopoly. — But this does not quite end 
the argument. As we learned in Chapter XX, certain 
industries have a natural tendency to become nionop- 
olistic. We learned also that a private monopoly is 
generally not in the public interest. In such cases, the 
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general conclusion which we have just reached as to the 
superiority of private over government industry does not 
necessarily hold. It is possible that the evils of private 
monopoly may outweigh the evils of government owner- 
ship. It is in these lines of industry that government 
ownership is being urged most strongly to-day. Such 
industries include, for example, the railroads, the tele- 
graph, the telephone, the express business, and such 
municipal industries as water supply, gas, electricity, 
street railways, etc. These are generally what we have 
called the great public utilities. 

Conclusion as to public utilities. — There is no way of 
settling offhand the question of government ownership 
of public utilities. One thing is certain: the public 
cannot permit unregulated private monopoly. The 
choice is between private business with government 
regulation, and government ownership. On this question 
it is fair to put the burden of proof on the advocates of 
government ownership. We have not yet made a real 
test of government regulation. If that fails, we can then 
turn to government ownership. If we should first adopt 
government ownership and that should fail, it would be 
very difficult to return to private industry. We shall 
probably have to settle the question slowly, by experi- 
ments here and there. Some cities have municipal street 
railways. Others have private lines. Gradually by 
studying the experiences of different cities we ought to 
be able to form some conclusion as to the better method. 
We had a sort of experiment with government ownership 
of railroads during the war. While the lessons to be 
drawn from that experience are not entirely clear, much 
has been learned, and it is safe to say that the case for 
government ownership was not strengthened. The tele- 
phone and telegraph likewise were taken over by the 
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United States government during the war and afterward 
returned to their owners. Since then .the number of 
influential people advocating government ownership has 
greatly decreased. It appears that the prevailing attitude 
of the American public is in favor of making further 
careful tests of government regulation before accepting 
government ownership. 

EXERCISES 

1. Make a list of the reasons why government industry is less 
efficient than private. 

2. How does the motive in government industry differ from the 
motive in private industry? 

3. If we grant that government industry is less efficient than 
private, what reasons may yet be advanced in favor of goveniment 
industry?- 

4. Does the government of the United States operate the post 
office on businesslike principles? Give reasons for your answer. 

5. What reasons may be offered for charging in postage less than 
it costs to carry second-class mails? What are the arguments against 
this practice? 

6. In the case of natural monopolies what two alternatives are 
open to the government? 

7. Make a list of the industries wffiich are usually proposed for 
government ownership. What common characteristic do these 
industries share? 

References for further study. — Taussig, F. W., Principles of 
Economics^ Third Revised Edition (1921), Vol. II, pages 419-440. 
Seager, H. R., Introduction to Economics (1905), pages 454-459. 
Seligman, E. R. A., Principles of Economics (1905), pages 559-578. 
Johnson, A. S., Introduction to Econcnnics, Revised (1922), pages 
469-476. Carver, T. N., Principles of National Economy (1921), 
pages 740-749. ' Ely, R. T., Outlines of Economics^ Third Revised 
Edition (1916), pages 469-476. Fetter, F. A., Modern Economic 
Problems (1916), pages 458-469. 




PART VIII. THE DISTRIBUTION OF 
WEALTH AND INCOME 



CHAPTER XLIII 


HOW THE PRODUCT OF INDUSTRY IS DIVIDED 


How is the product divided? — So far in this book our 
principal attention has been given to production. As pro*- 
duction goes on, there appears a continual flow of products 
(wealth and services) which are passed out to the several 
members of society for their use and enjoyment. This 
sharing of the product is called distribution^ and it is this 
subject which we must now study. What determines the 
share each one shall receive? Any one can see that there 
is not an equal distribution. This is not merely a matter 
of chance. There must be some explanation of the way 
the product is divided. To find this explanation is the 
task now before us. We must learn the causes that 
determine the distribution of wealth and services. 

One kind of distribution. — It may help us to under- 
stand the problem of distribution if we consider an 
imaginary company of people shipwrecked and stranded 
on an uninhabited island,; They would realize that they 
must all go to work at diide in order to get food, shelter, 
and the other necessities of life. Probably they would 
choose a leader, whose first business would be to parcel 
out the different kinds of work among the members of 
the company. Some men would be sent into the woods 
to hunt for wild animals and birds for food. Others 
■would be sent to the shore to fish. Still others would 

444 


HOW PRODUCT IS DIVIDED 


445 


gather logs and driftwood or cut trees and start building 
huts. Some of the women would be detailed to cook, 
others to mend the clothing, etc. Even the boys and 
girls would have tasks assigned to them so far as they 
were able to work. In short, the whole company would be 
engaged in production. 

At the end of the day each one would turn in what 
he had produced. How wmuld all these products be 
divided? This would likewise be the business of the 
leader. At meal time, he would give each his portion of 
food. He would assign to each his place in one of the 
huts. Probably things would be divided about equally. 
Still there would very likely be some ineciuality. Those 
who had done the hardest, most disagreeable work 
might be given something extra. The sick would prob- 
ably receive the most delicate food and the most com- 
fortable quarters. The leader might take for himself the 
best house and perhaps other special favors. 

Distribution by • authority. — But whatever the plan 
of distribution, it would all be arranged and enforced by 
the leader. He wmuld divide the products of the com- 
pany’s labor and give to each his share. There would 
be no buying and selling. Nobody would work for him- 
self. And just because one man caught some fish, he 
could not call the fish his own and eat them or sell them 
for what he could get from others. Everything would 
be turned into the common stor<^; .and then parceled out 
under the authority of the leader. 

Distribution based on exchange. — But that method of 
distribution is not the wmy the products of industry are 
distributed among the people of the United States, or 
of any other modern community. Except for a very few 
things, which people make and keep for their own use, 
everything any one of us has was obtained by purchase. 
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And the only way any one gets the money for such 
purchase is by selling something that he has. The la- 
borer sells his labor for wages. The factory manager 
and the railroad president sell their labor for salaries. 
The landowner sells the use of his land for rent. Other 
capitalists sell the use of their capital (i.e. lend it) for 
rent or interest, or invest it and get dividends. Busi- 
ness men perform labor and receive profits. Lawyers 
and physicians perform services for fees. Wages, sal- 
aries, fees, profits, rent, dividends, and interest are 
paid, usually, in money. With the money so received 
each person buys whatever products or services he may 
desire. 

What determines each one’s share? — It is clear, 
then, that whatever share anybody receives in the distri- 
bution of wealth and services is obtained in exchange for 
something which he has to contribute. And the amount 
of each person’s share evidently depends on the amount 
of his wages or salary or interest or whatever other 
income he may receive. It follows that the value of 
each person’s share is equal to the value of his contri- 
bution to the product. We must therefore study the 
causes which determine the rates of the various forms 
of income, such as wages, rent, interest, profits, etc. 

EXERCISES 

1. By what method is the income of a family distributed among 
its members? Is this the way the income of society is distributed? 

2. What is meant by saying that each person’s share of the prod- 
uct of industry is equal to the value of his contribution? Does 
this prove that the distribution is just or unjust? 

References for further study. — Taylor, F. M,, Principles of 
Economics (1921), pages 438-455. Marshall, A., Principles of 
Economics, Seventh Edition (1916), pages 504-545. Carver, T. N., 
Principles of National Economy (1921), pages 471-493, Ely, R. T., 
Outlines of Economics^ Third Revised Edition (1916), pages 384-406. 


CHAPTER XLIV 


INTEREST FROM CAPITAL 

The income of capital. — As we learned in Chap- 
ter XXI, the income from the use of wealth is called 
either rent or interest. When expressed in relation to 
the physical unit of wealth (as I40 a month for the use 
of a dwelling house) it is called rent. When expressed 
in relation to the value of the wealth (as $40 a year for 
a loan of $1,000, or 4%) it is called interest. Wealth 
we have divided into two parts, land and capital. While 
the income from any kind of wealth may be e.xpressed 
either as rent or as interest, we generally speak of the 
income of land as rent and the income of capital as 
interest. Moreover, there are important differences 
between the rent of land and the income of capital. We 
shall therefore find it convenient to study these two kinds 
of income separately. In this chapter we shall take up 
the income of capital, which we shall generally call 
interest. Our main problem is to find what determines 
the rate of interest (cf. Chapter XXI). 

Why do the lenders demand interest? Present vs. 
future. — Why is interest always paid for loans? To 
answer this question, let us first see how the lenders feel 
about it. Then we shall look at the borrowers. When 
people lend they give up some of their wealth to a bor- 
rower who promises to pay it back at some future time. 
Lending is really an exchange of present wealth for 
future wealth. But if a man lends his wealth, that means 
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he cannot enjoy it himself until some future time. If 
Mr. Brown has a deposit of $3,000 in the bank, he could » 
draw it out and buy an automobile. If instead of that 
he draws it out and lends it for one 3mar to his neighbor, 

Mr. Jones, then he cannot have an automobile till next year, 
when Mr. Jones pays him. Now if Mr. Brown is like 
most of us, he would rather have an automobile this year 
than next year. We may be pretty sure that Airs. Brown 
and the Brown children feel that way about it. Why ; 

should he lend his $3,000 to Air. Jones and put off having ^ 

an automobile for a year? The answer is that Air. Jones ; 

is willing to pay him interest. He offers to pay back 
not only the $3,000 but $150 extra. Now Mr. Brown 
thinks that it may be worth while to wait a year for his [ 

automobile in order to get that $150. It would buy j 

an extra set of tires. 

Mr. Brown represents lenders in general. They can- j 
not lend and at the same time have the immediate en- 
joyment of their wealth. They cannot ^^have their cake 
and eat it too.” By lending, they give up present wealth 
for future wealth, present enjoyment for future enjoy- 
ment. Almost everybody would rather have enjoyment 
now than the same enjoyment some time in the future. 

We all value present wealth higher than future wealth. 
Therefore borrowers have to offer some inducement to 
make people lend. They have to pay interest. 

Saving. — There is another reason why interest has 
to be paid. How did it happen that Mr. Brown had 
$3,000 in the bank? It was because he had been saving. 

For the past two or three years he had saved something 
out of his salary each month. He could have had more 
enjoyment if he had spent his whole salary. Why did 
he save and deprive himself of enjoyments he might have 
had? The reason was that he knew that he could lend 
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his savings and draw interest. He knew that when he 
had saved $3,000 he could lend it and get $150 in interest 
each year without any further effort. That made it 
worth while to forego some immediate pleasures in order 
to have more money to spend in the future. This is 
simply another case of giving up present enjoyment for 
the sake of future enjoyment. It is true that some 
people might save just the same even if they were not 
offered any interest. Probably most intelligent people 
would save something. They want '‘to provide for a 
rainy day/’ to have something to live on in their old 
age and to leave to their children. There would thus 
be considerable saving even if there were no interest. 
But there would not be enough saved to provide all the 
capital which other people want to borrow. In order 
to lead people to save and lend these huge amounts, the 
borrowers have to offer to pay interest. 

Why do borrowers pay interest? — We now turn to 
the borrow^ers and ask, how is it that the borrowers are 
willing and able to pay interest? If we are thinking of 
those poor people who borrow to keep from starving, the 
answer is that they are desperate. They will agree to 
pay almost anything in order to get the money to keep 
alive a little longer. But, as we have learned, this is 
not the important kind of borrowing to-day. To under- 
stand interest we must inquire about the business men, 
who borrow for investment. Why are they able and 
willing to pay interest? Let us consider again the young 
man who wanted to borrow $40,000 in order to start a 
store (see page 191). He knows that he cannot get the 
loan for nothing. He will have to pay about $2,000 in 
interest the first year. But he has figured that with 
$40,000 he could buy a stock of goods wdiich he could 
within. a year sell for $50,000. His various expenses he 
F. Es. Econ. — 29 
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estimates will be about $4,000, and so, even after paying 
$2,000 interest, he will have a profit of $4,000. That is 
worth while, and in order to get the capital which he 
needs he is willing to pay $2,000 in interest. 

This is how it is with borrowers in general. They are 
able to pay interest because the capital which they 
borrow enables them to make greater profits than they 
could without it. This is what we call the productivity 
of capital, and we learned in the first part of this book 
how very greatly capital increases the results of man’s 
efforts. In a way, the capital itself produces enough to 
pay the interest, and borrowers are thus able to pay 
interest out of the product of the capital. They are 
willing to pay, because it is only thus that they can get 
lenders to give them loans. 

What determines the rate of interest? — Suppose 
Mr. Jones decides he would like to borrow $10,000, in 
order to add to the stock of goods in his store. He 
inquires among the people who are likely to have money 
to lend. He approaches Mr. Smith, who immediately 
asks him, ^^What rate of interest will you pay?” Jones 
says, “Four per cent.”' Smith says, “I have nothing 
to lend at that rate.” After getting the same answer 
from others, Jones finds that he will have to offer a 
higher rate. So he tries 5 per cent, and then 6 per cent. 
At last he finds that Brown will lend him $10,000 at 
7 per cent. But then he has to consider whether he 
can afford to pay 7 per cent. He decides that it will 
not pay him to borrow as much as $10,000 if he has to 
pay 7 per cent interest, and he finally borrows $5,000 
from Mr. Brown at 7 per cent. 

The rate of interest a price, determined by demand 
and supply. — It should appear from this illustration 
that the rate of interest is a sort of price and is deter- 
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mined by demand and supply like other prices. This 
is exactly right. The rate of interest is the price paid- 
Jor the loan of capital, and it depends upon the demand 
and the supply of loans, or of capital to loan. 

Loans and money. — It must be clearly understood 
that the supply of loans is measured by the amount of 
capital offered by lenders, not by the amount of capital 
or of money in the country or the community. The 
amount of money loaned during a year is many times 
greater than the entire amount of money in e.xistence 
in the country. This is because the same money may 
serve for many loans in the course of a year, just as it 
can serve for many exchanges. The total amount of 
loans in existence at any moment is many times greater 
than the entire stock of money. This does not mean 
that the loans cannot all be paid. Except in time of 
panic there is always plenty of money to pay all debts. 
What people really want when they borrow is not money 
but the things money will buy; namely, wealth, or 
services. And usually the first thing the borrower does 
after making a loan is to pay out the money he borrowed 
in the purchase of some other kind of wealth. The 
money is then ready to serve for another loan or 
purchase. 

The demand for loans. — The demand for loans at 
any given time and place is a schedule of the amounts 
of capital that borrowers would be ready to take at 
different rates of interest. The borrowers desire loans, 
and are willing to pay interest for them. But loans are 
subject to the law of diminishing marginal utility, like 
anything else. The more a person borrows the less he 
desires additional loans. As we have learned, borrowers 
want loans ordinarily to invest in business. A business 
man wiU generally be willing to borrow so long as the 
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rate of interest he has to pay is less than the profit which 
he thinks he can make by using the borrowed capital. 
If he can borrow at a low rate he will borrow a large 
amount. If the rate is high, he will borrow less. And 
if the rate is too high, he will decide that he could not 
make more than that by using the capital in his business, 
and so will not borrow at all. The higher the rate of 
interest he has to pay, the less chance he has to make 
a profit from using the borrowed capital, and so the less 
he will borrow. Each borrower thus has his individual 
demand schedule, and when all the individual schedules 
are combined we have the total demand for loans. 

Demand schedule and law. — For example, the demand 
for loans in a certain town on a certain day might be as 
follows: 

Demand por Loans, Town op A, July 15, 1922 


Rates of interest 

3 % 

4 % 

5 % 

6 % 

7 % 

8 % 


Amounts that ivould be borrowed 

f 1, 000, 000 

900.000 

800.000 

600.000 

400.000 

100.000 


It is evident that the law of demand for loans is exactly 
the same as for other things, (see Chapter XVII) ; that is, 
the amount which lenders would take varies inversely with 
the rate of interest. The higher the rate of interest, the 
fewer borrowers there would be and the less they would 
take. On the other hand, the lower the rate of interest 
the greater the number of borrowers and the greater 
the amount of loans they would take. 

The supply of loans. — The supply of loans at any 
given time and place is a schedule of the amount of 
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lat lenders would be ready to lend at different 
interest. The suppty of loans comes from the 
They are the people who are willing to save 
my themselves the present use of their wealth, 
cement is the interest which they hope to receive, 
terest rate is very low, many people will not 
vorth while to save and to postpone the enjoy- 
their wealth. Others will deny themselves 
t, but not so much as they would if they could 
greater reward in the shape of a higher interest 
le higher the interest rate the more people will 
the more ready they will be to postpone the 
Lt of their possessions. Hence the higher the 
’ate, the greater the supply of loans, and vice 

schedule and law. — The supply schedule for 
ws the amount that people would be willing to 
uch rate of interest. For example, this might 
hedule in the town of A on July 15, 1922: 

UPPLY OF Loans, Town of A, July 15, 1922 
R.ates of interest Amounts that would be loaned 
3% S 200,000 

4% 400,000 

5% 600,000 

6% 800,000 

7% 900,000 

8% 1,000,000 

ddent that the law of supply of loans is exactly 
as the law of supply for things in general (see 
XVII) ; that is, the amount of loans offered 
ectly with the rate of interest. 
may be either borrowers or lenders. — There 
al way in which the rate of interest affects the 
id demand of loans. Some men may be either 
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borrowers or lenders, according to circumstances. Here 
is a man who has a good salaried position as manager of 
a factory. He finds one morning that he has inherited 
a considerable amount of wealth. What will he do? 
Perhaps now is the time for him to start out in business 
for himself. He could borrow some money to add to 
his own and so get enough to buy a factory. If he should 
decide to stay on in his present position, he would seek 
to lend his inheritance so as to receive an income from 
it. His decision is likely to depend on how high the rate 
of interest is. If it is very high, he will probably decide 
that he could not make the factory pay, whereas he could 
get a good income by lending his money. If the rate 
is low, the gain from lending his money will be smaller 
while the chances of success in a business venture are 
better. So there are always men who are ready either 
to borrow or to lend. If the interest rate is high, they 
lend and so add to the supply of loans; if the rate is low, 
they borrow and increase the demand for loans. 

The law of the rate of interest. — The market rate 
of interest is the prevailing rate at which loans are 
actually being made in the loan market. The market 
rate of interest is determined by the demand and supply 
of loans in exactly the same way as demand and supply 
determine any market price. That is, the market rate 
of interest is the rate at which the amount which bor- 
rowers are willing to take is equal to the amount offered 
by lenders. If we plot on the same diagram the demand 
and supply curves for the Town A on July 15, 1922, we 
shall have Figure 25. The two curves intersect at the 
point which shows that at a rate of interest of sl %, 
the amounts offered and taken are equal, each being 
$700,000. Five and one half per cent is therefore the 
market rate of interest, and the amount loaned is 
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$700,000. For further explanation and proof, see 
Chapter XVIII. 

Changes in the rate of interest. — If the law of demand 



Fig. 2$. Demand and Sotely of Loans, Tows or A, July 15, 1922 


and supply is understood, we can readily explain why the 
rate of interest is high or low and what makes the rate 
change from time to time. Let us suppose that the rate 
of interest is 5I %. Now suppose something happens to 
make business very profitable. Business men find their 
profits increasing. They try to get more capital so as to 
do a bigger business, and this leads them to the money 
market for loans. This increases the demand for loans 
and so raises the rate of interest, provided nothing has 
happened to change the supply. 

On the other hand, what is the result of a slump in 
business? Business men do not care to borrow so much. 
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'Fhe demand for loans goes down, and this causes a fall 
in the rate of interest. 

Changes in the supply of loans affect the interest rate 
in an opposite way; that is, an increase in the supply 
lowers the rate, while a decrease in the supply raises 
the rate. 

EXERCISES 

1. Would there be any lending if interest were not paid? 

2. How is it that certain people have money to lend? 

3. Why do people lend their money instead of spending it on 
present enjoyments? 

4. Would their conduct be different if there were no interest? 
Explain. 

5. A has a business which is making profits at the rate of 7% 
on the capital invested. If he had twice his present capital he 
could still make 7 % profits on it all Will it pay him to borrow the 
additional capital? On what does the answer to this question depend? 

6. State and explain the law of demand for loans. 

7. State and explain the law of supply of loans. 

8. What is the effect of business prosperity on the rate of interest? 
Draw a graph to illustrate your answer. 

9. What is the effect of dull business on the rate of interest? 
Draw a graph to illustrate your answer. 

References for further study. — Taylor, F. M., Principles of 
Economics (1921), pages 468-480. Fisher, I., Elementary Principles 
of Economics (1912), pages 354-409. Marshall, A., Principles of 
Economics^ Seventh Edition (1916), pages 580-595. Carver, T. N., 
Principles of National Economy (1921), pages 526-550. Ely, R. T., 
Outlines of Economics, Third Revised Edition (1916), pages 493-524. 
Johnson, A. S-, Introd^iction to Economics, Revised (1922), pages 
238-261. Clay, H., Economics for the General Reader, American 
Edition (1918), pages 314-327. 


CHAPTER XLV 


THE ECONOMIC RENT OF LAND 

Peculiarities of land. — We have learned in previous 
chapters (Chapters XXI and XLIV) that the income 
of wealth may be expressed either as rent or as interest. 
In the last chapter we studied the income from the use 
of capital. We now come to the study of the income of 
land. There are some very important differences between 
land rent and the rent of any other kind of wealth, and 
economists have therefore invented a special term, 
economic rent, to stand for the net income from the use of 
land. Economic rent has to do with land only and is 
the result of two peculiarities of land which make it 
different from practically every other kind of wealth: 
(i) the amount of land is strictly limited, and (2) land 
lasts forever. Each piece of land is a certain portion 
of the earth’s surface. Another important fact is that 
the land is not all alike. There are all kinds of land 
suitable for a great variety of uses. There are farm 
lands, wood lands, city building lots, wharf sites, etc. 
And there are various qualities of each kind of land. 
Farm lands differ as to fertility, nearness to the market, 
etc. Some city building lots are more desirable than 
others. From all these facts come some important results. 

Cost of production and market price. — Take, for 
example, the land used for raising potatoes to supply a 
certain city. On the best land, we may suppose potatoes 
can be raised at a cost of $i a bushel. On other land, the 
cost is $1.25. On still worse grades of land the cost is 
$1,50, $1.75, $2.00, and so on. Let us assume that the 
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demand for potatoes in this market is as shown in the 
following schedule : 

Prices Quantities that would he taken 


$1.00 

1.25 

1.50 
I-75 
2. op 

2.25 

2.50 


10,000 bushels 

8.000 

6.000 

4.000 

3.000 
2,500 

2.000 


Now let us suppose that on the best land, only 1,000 
bushels can be raised. The farmers could sell these 
1,000 bushels at $1. But that will not nearly meet the 
demand, which at $i calls for 10,000 bushels. So some 
potatoes will be raised on the next best land; say 1,000 
bushels, at a cost of $1.25. Still the quantity called for 
is greater than the quantity produced. The next grade 
of land will then be brought in, yielding another 1,000 
bushels, at a cost of $1.50. Finally, when the fourth 
grade is cultivated, the total amount produced is 4,000 
bushels, and the cost of production on the poorest land 
cultivated, which we call the marginal land, is. $1.75. 
Now the quantity produced is equal to the quantity 
demanded. It will not pay to cultivate any worse land, 
because the cost would be more than $1.75, and people 
will not buy more than 4,000 bushels unless the price 
should be Mow $1.75. All this may be represented 
clearly by the corresponding cost schedule, which is alsc 
the supply schedule, as we learned in Chapter XIX. 


Marginal coU 

Quantities raised 

$1.00 

1,000 bushels 

1.25 

2,000 “ 

1-50 

3,000 “ 

1-75 

4,000 “ 

2:00 

5,000 “ 
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This schedule shows that i,ooo bushels can be raised at 
a cost of $i a bushel; 2,000 bushels can be raised, but 
the cost of the last or marginal 1,000 bushels will be 1 1.2 5 
each, and so on. In other words, if the price is |i, 1,000 
bushels will be raised; to get 2,000 bushels raised, the 
price must be 1.2 5, and so on. And evidently at a price 
of $1.75, the quantities offered and asked are equal, 
4,000 bushels -will be raised upon the four grades of land, 
and the price will be 'the ma rginal cost; that is, the cost on 
the poorest land used, which we call the marginal land. 

Economic rent. — So far this is just an application of 
the laws of demand and supply, which we have already 
studied. But now notice the different positions of the 
owners of these four grades of land. The owner of the 
best land can raise 1,000 bushels of potatoes at a cost 
of $1,000. But he does not have to sell them at cost. 
He sells them for $1,750 because the price has been fixed 
at $1.75, equal to the cost on the marginal land. He 
makes an extra gain of $750 on account of his owner- 
ship of superior land. In like manner, the owner of the 
second parcel receives $1,750 for potatoes which cost him 
only $1,250 to raise. His extra gain is $500. The owner 
of the third parcel receives an extra gain of $250. Only 
the owner of the poorest land used, the marginal land, 
receives no such extra gain. He sells at cost of pro- 
duction. This extra gain is economic rent. And the fact 
that it depends on the superiority of land over the 
marginal land leads us to call it a differential gain. 

Land is the only kind of capital that yields economic 
rent. — Economic rent is due to the fact that the price 
is determined by the cost on the poorest or marginal 
land. All those who can produce at a lower cost get 
economic rent. Economic rent would not be possible 
if the better grades of land were not limited in quantity. 
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If there were an unlimited quantity of the best land, any 
amount of produce could be raised on that land, and 
no one owner would be allowed to reap an extra gain. 
Competition would bring the price down to cost of pro- 
duction, as we have already learned. The reason that 
economic rent is not received by the owners of capital 
is that capital is not limited in quantity. Practically 
any kind of capital can be produced in any quantity so 
long as it pays to do so. Suppose an enterprising man 
builds a steamboat to carry people from a city out to 
a certain pleasure beach. His boat becomes so popular 
that he finds himself able to charge fares which bring in 
far more money than the cost to him of building and 
operating the boat. He thus receives an extra gain, like 
economic rent. But how long will it last? Just as soon 
as others see his extra profit, more boats will be built, and 
soon the competition of the various owners will bring the 
fare down to cost. The extra gain will then disappear. 

We have learned that competition tends to make the 
price of anything equal to its marginal cost of production; 
that is, the cost to the marginal producer, or the one who 
has the worst situation. There is always some slight 
difference between the situations of the different pro- 
ducers of any kind of goods, and the more fortunate ones 
have thus some slight economic rent. But in most lines 
of business the differences are not great. The competi- 
tion of the better-situated producers tends to drive out 
the inferior ones, and so each producer is generally 
selling at very near his cost of production. The reason 
is, as we have seen, that most kinds of capital can be 
freely produced and so cannot yield economic rent to 
their owners for any length of time. 

Why land yields economic rent. — It is not so with 
land. There is plenty of land in the world, but its quality 
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varies enormously. Some of it is not suitable for any use. 
Millions of acres in the frozen regions of the north and 
south poles are of no use to mankind. Millions of acres 
in tropical jungles are equally useless. Even in the 
United States there are barren mountains and arid plains 
which have so far failed to be of any service to mankind. 
Out of all the surface of the earth, man has picked out 
those parts which best serve his needs, and such lands 
are strictly limited. For agriculture he must have the 
right kind of soil and suitable climate. Mining, of course, 
can be conducted only where the supplies of minerals 
have been stored by nature. Cities are built where 
conditions are most favorable for trade and industry 
and homes. Stores and office buildings must be in 
certain limited areas or they will not pay. And city 
people must build their homes near their work; that is, 
clustered thickly in and around cities. Thus we see that 
the earth’s surface consists of land of all degrees of 
usefulness, from that which is utterly ’worthless to the 
enormously desirable land in the heart of a great city. 
The owners of all land superior to that ’which it just pays 
to use (that is, the marginal land) receive an extra 
gain from their ownership, and this extra gain is eco- 
nomic rent. 

Economic rent and rent in general. — It should be 
clear that economic rent is quite a different thing from 
rent in general, the payment for the use of any rented 
article. It happens, however, that land, the most impor- 
tant form of wealth that is commonly rented, is also the 
source of economic rent. This is doubtless why the 
term economic rent” is used. 

Economic rent goes to the owner. — If an owner of 
superior land rents it to a tenant, the tenant will have to 
pay him the economic rent, in addition to the rent for the. 
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buildings and other producible capital on the land. If 
the tenant should refuse, there would be others who would 
be glad to take his place, for even after paying to the 
owner all the economic rent, the tenant still gets enough 
to cover all his costs of production, including a normal 
profit. The tenant could, of course, go to the marginal 
land, which he could use without paying rent. But on 
this land he could only make his costs of production 
an3rway. So he would be no better off than if he had 
rented the better land and paid the economic rent to the 
owner. It must be remembered that there is economic 
rent whether the land is rented or not. If the owner 
uses his own land he gets the economic rent in extra 
gain. If the land is rented to a tenant, the tenant gets 
the extra gain but has to pass it over to the landlord as 
part of the rent paid for the use of the land. 

Rent of land and improvements. — When people rent 
land, or ^^real estate,’’ the rent generally consists of two 
things (i) the rent of the buildings and other ^improve- 
ments,” and (2) the economic rent which that piece of 
land yields. On the very poorest land, there may be no 
economic rent. And on entirely unimproved” land, 
like a vacant city lot, the rent may consist wholly of the 
economic rent. 

Rent of buildings. — We have studied the economic 
rent of land. The rent of buildings is a very different 
thing. Buildings are not limited in quantity. They 
may be built as fast as there is a demand for them; the 
only limit is the land on which to put them. The rent ^ 
of buildings, therefore, has to be only high enough to 
make it worth while to build and maintain them. The 
owner of a building can ordinarily get in rent for the 
building only enough to cover the costs of constructing 
and maintaining the building and the interest on the 
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capital invested. If rents were higher than tliis^ other 
buildings would be put up, and competition would bring 
the rents down to cost of production. Of course the rent 
of a house and lot’’ may be much more than this. But 
that is because it includes the economic rent of the land 
besides the rent of the building. This fact is often over- 
looked. Rents for living apartments in the city of 
New York are very high. This is not because it is espe- 
cially expensive to erect and care for houses in New York. 
It is because of the enormous economic rent of land in 
New York. A builder could put up an apartment house 
out in a farm pasture up-state somewhere, for wdiich he 
would be glad to receive the very moderate rents which 
would cover his costs. But no one would Ih^'e there. 
Millions of people must live in New York or very close 
to it. They have to pay the economic rent of the land 
upon which they live. 

Economic rent and land values. — We learned in the 
last chapter that the value of an article of capital is 
found by capitalizing its expected income. So the value 
of land is found b}^ capitalizing its economic rent. Land 
values are the result of economic rent. They vary all 
the way from the useless land, or land which it just pays 
to use, having no rent and therefore no value, up to the 
enormously valuable lots in a great city like New York. 
In many parts of the world there is land which 
“squatters” m.ay take and use without payment of any 
rent. Such land has no value. The best farm land in 
the Mississippi valley is worth $400 or $500 an acre. 
Land in the Wall Street district of New York city has 
been sold for as much as $800 a square foot. It is 
economic rent wdiich accounts for these enormous vari- 
ations and these fabulous land values. This matter is 
commonly misunderstood. People often say^ for example, 
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that a certain merchant has to pay a high rent for the 
land on which his store is located because the land in 
that district is so very valuable. This puts the cart 
before the horse. The fact is that the land in that 
district is very valuable because merchants are willing 
to pay such high rents. High land values do not cause 
high rents. High rents cause high land values. 

Economic rent and prices. — Another , matter that is 
perhaps even more generally misunderstood is the relation 
between rent and prices. Let us go back for a moment 
to our original illustration of the different grades of land 
used to raise potatoes. We saw that the price of potatoes 
was determined by the demand and supply and that the 
supply depended on the cost of production. We also 
saw that the price was finally determined so as to be 
equal to the cost of production on the poorest land used; 
that is, the marginal land. The cost of production on the 
other better grades had nothing to do with the price. 
It follows that the economic rent received by the owners 
of the better lands did not have any effect on the price 
of potatoes. The price was equal to the cost on the 
marginal land. But the owner of that land received no 
economic rent. Economic rent, then, did not enter into 
the price of potatoes. Suppose something should happen 
to make it more costly to raise potatoes on the best land. 
This would reduce that owner’s rent. Would the reduc- 
tion in his rent lower the price of potatoes? Certainly 
not; the price would have to equal the cost on the mar- 
ginal land just as before. In like manner, a reduction 
of costs on the best land would increase the owner’s 
rent, but the increase in rent would not increase the price 
of potatoes. On the other hand, any increase in the 
price of potatoes would increase every owner’s rent; 
and a decrease in price would lower rents. 
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Economic rent does not enter into price. — Therefore, 
the conclusion, very surprising to many people, is that 
economic rent does not enter into price. Here also most 
people get the cart before the horse. For example, how 
often have you heard people say something like this: 
‘^The prices at Jones & Robinson’s are very high, but 
of course they have to charge high prices; look at the 
rent they pay.” This assumes that a merchant charges 
high prices because he pays a high rent for his location. 
The real relation between rent and prices is just the 
reverse. Jones & Robinson are willing to pay a high 
rent for their desirable location in the exclusive shopping 
district because they can get high prices there. That is 
where the wealthy people come to trade. Jones & Robin- 
son could rent land for a store in a cheap, slum district 
for very much less, but in that section their prices would 
have to be lower and their profits would be smaller. 
They are willing to pay the high rents that must be paid 
for land in the exclusive district, simply because there 
they can get the wealthy trade, charge high prices, and 
make bigger profits. We see then that economic rent 
is the result of prices, not the caiik of prices. This is 
true because prices are determined by demand and 
supply. Prices must be high enough to cover the costs 
on the marginal land, and prices must be the same to all 
producers, even to those w’-hose costs are less on account 
of their superior land. We thus have the economic law 
that, so long os prices ore determined by demond and supply , 
economic rent does not ajject prices. 

Of course if land were not owned by individual men and 
women, economic rent wmuld not be paid to private 
landlords. But there wmuld still be economic rent, which 
would Mhen go to the government.- And prices would 
not lie am" different, so long they were determined by 
F. Es. Econ. — 30 
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demand and supply. Whether individuals should be al- 
lowed to receive economic rent will be studied later. 

EXERCISES 

I. Explain the diSerence between the ordinary meaning of rent 

and economic rent. . . , j r 

9 Suppose that for serving a certain city there are five grades of 

land suitable for raising strawberries. There is one acre of land of 
each grade, and the cost of cultivating an acre is $6o. The quantity 
of strawberries that can be raised on each grade of land is as follow; 
on grade A, 500 quarts per acre; on grade 5,4^ quarts; on grade C, , 
300 quarts; on grade D, 200 quarts; on grade E, 100 quarts, (i) In 
ider to have 1,000 quarts produced, what wiU the pnce have to be 
(2) To produce that quantity, what grades of land wih be used? 

3 Which owners wiU receive economic_ rent, and how much 
(4) Which owners will not receive economic rent. (5) If the land 
of tirade A is leased to a tenant, who wiU get the benefit of the 
economic rent? (6) What would the answers to Questions (i)-(s) 
be if the people demanded i,5oc> quarts? . , , . , , 

3. Why is land generally the only kind of capital that 5nelds 

Why are rents of apartments in New York city so much 

higher than in small towns? . i a at om 

Prices in some of the stores on Fifth Avenue, New York, are 

higher than in stores on other streets. ^ Is this because the merchants 

have to pay such high rents? Explain. ^ i 

6. What is the relation between economic rent and the value 

7. Does the economic rent of farm land affect the prices of agri- 
cultural products? Explain. 
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Economy (1921), pages 515-525- R- T-, Outtines^^ Economics, 
Third Revised Edition (1916), pages 407-426. Clay, Pi., Sonoma 
for ifee ■^e'^^ean Edition (1918), pages 328 354- 


CHAPTER XLVI 
WAGES 

Most people receive wages. — The great majority of 
people receive their share of the products of industry in 
the form of w'ages and salaries. As we learned in Chapter 
XII, such persons are called “employees,” because they 
are hired to work by others, called “ employers.” Both 
wages and salaries are paid to employees for their labor, 
and we can therefore study them together. In this 
chapter we shall use the word “ wages ” to include both 
wages and salaries. 

The problem of wages. — What determines the amount 
of wages that men and women receive? Why do some 
receive low wages, while others have very laige salautSi 
Why are all wages higher at some times than at others 
and in some pla'ces than in others? These are some of 
the questions that we should like to be able to answer 

about wages. , . . 

Wages the price of labor. — Our hrst step in solving 

the problem of wages is to notice that wages are simply 
a certain kind of price, the price of labor. _ And the price 
of labor is determined, like any other price, by demand 
and supplv. On the demand side we have the employers 
looking for men to hire. The demand for an>dhing 
always depends on its “marginal utility,' _as explained 
in Chapters XIV, X\T, and XVII. This is true of the 
demand for labor. Let us take, for exanrple, a fectory 
owner, employing loo men (machinists) wor'in^ a 
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lathes. He can tell, about how much would be added 
to the output of his factory if he had one more machinist, 
or how much his product would be diminished if one 
machinist should quit. This tells him the ''marginal 
utility ’’ of a machinist. To get one more machinist or 
to keep one of his present force from quitting, he would 
be willing to pay a wage up to the value which this one 
man adds to the product of the factory. The marginal 
utility of a laborer, then, is equal to the value of the 
product which he adds. The factory owner’s demand for 
labor, the number of men he is willing to hire, and the 
wages he can afford to pay thus depend on the value of 
the laborer’s product. It is sometimes put in these words: 
1 he demand for labor depends on the marginal produciiv- 
ity of labor. We might construct a schedule and a curve 
showing this particular employer’s demand for machin- 
ists; and if we should combine the demand curves of 
all employers in the neighborhood, we should have the 
demand for that particular kind of labor in that place. 
The demand for labor is subject to the same economic 
laws as the demand for anything else. These laws were 
studied in Chapters XIV, XVI, and XVII. 

The supply of labor. — The supply of labor is the 
amount of labor that would be furnished at each possible 
wage. If we recall what we learned about supply in 
Chapters XVI and XVII, this matter will be clear. The 
supply of machinists will depend on the number of men 
able to perform that kind of labor and on the amount 
of time each man is willing to give at each possible wage. 
Generally, the higher the wages offered, the greater will 
be the supply of labor (Figure 26). 

The curves of labor demand and supply. — We can 
illustrate the demand and supply of labor by means of 
curves, such as were used and explained in Chapters XVI- 
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XVIII. For example, suppose we know the facts about 
the demand and supply of machinists’ labor in a certain 
locality, and have represented them in the curves in 
Figure 26. On the axis ox we lay off the amounts of 



Fig. 26. Demand and Supply of Labor 


labor, the unit being the labor of one man for one day, 
say eight hours. The unit on the axis oy is one dollar 
of wages for a day^s work. The curve dd' represents the 
amount of labor employers w'ould be willing to take at 
various rates of wages. The curve ss' represents the 
^ number of days^ labor that would be offered at various 
wages. The intersection of the two curves at a shows 
that the wage would be $5.50' per day and that enough 
men to give 700 days’ labor would be employed. 

; ■ Demand for labor depends on its productivity, — We 
/ are now ready to inquire further about the causes of 

f 
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high and low wages. Anything that affects wages must 
work through demand or supply. We learned that the 
demand for labor depends on the value of the product 
of labor. Evidently, other things being equal, the 
greater the value of the product, the greater the demand 
for labor and the higher the wages will be. Employers 
cannot afford to pay wages higher than the value of the 
product of the laborer's work. 

Making labor unproductive. — This fact should be 
quite clear from what we have learned. But it is often 
overlooked or not understood. Laboring men, especially 
organized laborers, sometimes adopt the policy of giving 
as little as possible to their employers in return for their 
wages. The rules of labor unions, either for this purpose 
or for the prevention of injury to the laborers’ health 
from working under too great pressure, sometimes limit 
the amount of work a man may do in a day; for example, 
the number of bricks that may be laid. Laboring men 
sometimes intentionally work slowly, ^Toaf on the job,” 
refuse to use improved, ^Tabor-saving” tools and 
machines, and in other ways attempt to reduce the prod- 
uct of their labor. This policy is adopted with the 
idea that, if each man does less, the employer will need 
more men, the demand for labor will therefore increase, 
and so wages will rise. This idea is based on misunder- 
standing of the economic laws of wages. The demand 
for labor is increased, not by making labor less productive, 
but by making it more productive. It is true that, if each 
man produces less, the employer may have to hire more 
men for a time; but as a rule the wages he will pay 
will go down as the laborers give less service. When 
the labor unions adopt rules reducing the product of 
labor (except as really necessary for the protection of the 
laborers’ health), they are their own worst enemies. 
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They are reducing the value of the only thing the labor- 
ing man has to sell, his labor, and so they are reducing 
the laborer’s share in the product of industry. There 
may be some exceptions to this general conclusion. 
Sometimes the workers in a highly skilled trade succeed 
in forming a close and exclusive union with iiiember- 
sliip strictly limited and so gain a monopoly position. 
They may then, for a time, by short hours and slow 
work, take advantage of their - position to exact a mo- 
^ nopoly price for their labor. But such cases are exceptions. 

Laborers and employers suffer from inefficient labor. — 
Laboring men sometimes make the mistake of thinking 
that anything they do to hurt their employer is a gain 
to themselves. They reason that, by giving inefficient 
work, they are getting the better of their employer and 

so winning out in the conflict over the sharing of the 

product. Now it is quite true that, by slow and iiiefti" 
j: cient work, the laborers can reduce the output of the 

f factory and so reduce the employer’s profits. But since 

their wages also must in the long run come out of what 
the em,ployer receives for the sale of the factory’s product, 
they seldom gain anything from the em,ployer’s loss. The 
laborers may feel that they are not getting a fair share; 
that the profits are too great. But they cannot generally 
help themselves by diminishing the product to be divided.. 

The public suffers also. — There is another party 
that suffers from inefficient labor; that is the general 
public. We have learned that the prices of things depend 
■ in part on their cost of production, and that ordinarily 

the lower the cost, the lower the price wdil be. Inefficient 
labor means high costs of production and high prices. 
So when labor is inefficient, the public suffers 011 account 
of the high prices, of goods, what w^e call 'The high cost 
of living.’^' .For this reason the general public is likely 
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to lose sympathy for those labor unions which have 
adopted the policy of limiting output or otherwise giving 
inefficient labor. 

The “public” is mostly laborers. — It must be 
remembered that what we call “the general public” is 
made up mostly of the laborers themselves. Nobody 
suffers so much from the high cost of living as the 
laborers. When any group of laborers succeeds in raising 
the cost of the commodity they are helping to produce, 
they injure their employer, they injure themselves, and 
finally they injure the general public, including all other 
laborers. They reduce the product of industry and they 
reduce the laborers’ share of the product. 

Loss to laborers from high costs. — Labor’s share in 
the distribution of the product of industry depends on 
(i) the amount of wages, and (2) the general level of 
prices. An increase in wages benefits the laborers; a 
reduction in wages injures them. But what they can 
have to enjoy depends also on prices. If prices rise, the 
laborers get less for their wages. If prices fall, they get 
more. We sometimes use the term “real wages” to 
mean the actual commodities and services that the 
laborer is able to secure in exchange for his labor, as 
distinguished from “money wages,” the ordinary mean- 
ing of the term. Real wages are the true measure of the 
laborer’s share in distribution, and it is now clear that 
anything which the laborers themselves do to raise 
prices comes back on them like a boomerang, by raising 
the cost of living and lowering real wages. 

The “ make-work fallacy.” — The mistaken notion 
that the laborer gains from anything that increases the 
amount of labor required for production is sometimes 
called the “make-work fallacy.” It appears in a great 
many forms, besides the one we have just studied. One 
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of the commonest forms is the false notion that the 
laborers are injured by the introduction of machines 
which reduce the amount of labor necessary for produc- 
tion, what we call ^'labor-saving devices.” In former 
days, cloth was all made by hand, with crude spinning 
wheels and hand looms. It was a slow, laborious process, 
and it took a great deal of labor to produce a small 
amount of cloth. The cost of production was therefore 
great and the price of cloth was high. To-day cloth is 
made in great factories with complicated "labor-saving” 
machinery. The amount of labor needed for a yard of 
cloth is only a small fraction of what was formerly 
needed. The cost of production has been enormously 
reduced and the price of cloth lowered in proportion. 

Effect on wages. — When the spinning and weaving 
machinery was first invented, the laborers working with 
the old hand processes complained bitterly that their 
work was being taken away, that the machines were 
"taking the bread out of the laborers’ mouths.” Mobs 
of workingmen went about smashing the new machin- 
ery wherever it could be found. But they were unable 
to block the wheels of progress, and what is the result 
to-day? The number of men, women, and children 
employed in our textile factories making cloth with the 
"labor-saving” machines is many times greater than the 
number engaged in making cloth before. These employees 
receive higher wages than were dreamed of in the early 
days. And finally, cloth is so much cheaper that the 
laborers, along with everybody else, can obtain better 
clothing and at lower prices than ever before. Thus 
"real wages” have gone up even more than money 
wages. Inventors, employers, and capitalists have ail 
made gains out of the labor-saving machines. But the 
chief gainers have been the laborers and the general 
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public The result has been exactly the opposite of the 
mistaken fears of the early laborers If any one now 
should propose to go back to the old hand methods, 

every iiitelligent laborer 
would protest. 

explanation. 

' before. So the manu- 
Spinnino ^vith a Spinning Wheel f^j-^urers installed more 

machines and hired more laborers to operate them, till 
they were employing more people than were ever before 
engaged in making cloth. Laborers, in pneral, have 
nothing to fear from “labor-saving” machinery or from 
anything that increases the productivity of labor. Un 
the contrary everything that can be done, by the la orer 
himself or by others, to increase the efficiency of labor 
tends to increase the value of what the laborer has to sell 
(his labor), to raise wages, and to give the laboring class a 
share in the distribution of the product of industry, 
the laborers have a grievance. — It is clear that, 
the laborers gain from all improvements 


Spinning with a Spinning Wheel 
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such, as labor-saving machinery. If any one is inclined 
to doubt it, let him be asked which one of the machines 
now ill general use he would like to see given up. Would 
he go back to the spinning wheel and the hand loom? 
Would he abolish the railroads and go back to the stage- 
coach? There can be no doubt of the answer to such 



The IModern Way oe Spinning, in a Factory 


questions. On the other hand, it is true that the laborers 
may be injured temporarily when a new machine is .first 
introduced. The first effect may be to throw some men 
out of their jobs. It takes time for industry and the 
market to become adjusted to the new conditions. Dur- 
ing this transition period, the laborers may siifl’er. All 
progress involves readjustments, which sometimes do in- 
jury to certain persons or classes. This is the price we 
pay for progress. The laborer is foolish if he tries to block 
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progress. But he has a just complaint if the burden of 
readjustment to new conditions falls wholly on him. 
Society as a whole gets the benefit of the new machine 
or the improved process. Should not society bear the 
costs of transition? The laborers have a right to an 
affirmative answer. Certainly everything possible should 
be done to avoid or reduce the temporary injury to 
laborers from the introduction of labor-saving machines 
and processes. 

Labor supply and wages. — So far we have been 
studying the demand side of the labor market. We must 
now look into some of the causes affecting wages through 
the supply of labor. Like other things, the price of labor 
will usually be high when labor is scarce, and low when 
labor is abundant. In a new country wages are usually 
high; labor is scarce, partly because the numbers of 
workers are fewer than in an old country, partly because 
so many men want to work for themselves instead of 
hiring out to employers. During a great war, wages are 
usually high, on account of the scarcity of laborers, 
which is caused by so many men being called to the 
army. In certain old countries, of backward economic 
development, the supply of labor is so great that wages 
are very low; for example, in China. 

Different grades of labor. — It is mainly by studying 
the supply of labor that we are able to explain the great 
differences between the wages and salaries of different 
classes of laborers. People sometimes talk about “labor 
and “wages” as though all laborers were alike and there 
were a dead level of wages. The facts are quite different. 
There are various classes of labor: the ordinary “com- 
mon” or “unskilled” labor, receiving in the United 
States wages of two or three dollars a day; machinists, 
carpenters, bricklayers, and other skilled manual laborers, 
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receiving from four to eight, or more, dollars a day; 
clerks, stenographers, and others receiving wages or 
salaries of fifteen to fifty dollars a week; and finally, the 
higher grades of mental workers, managers, corporation 
officers, etc., receiving salaries that vary all the way 
from two or three thousand dollars to fifty thousand or 
more a year. These are by no means all the classes of 
laborers, but they will serve for illustration. 

Wages vary with ability. — How can we explain the 
great differences in wages between the different groups 
of labor? If a section hand on the railroad gets only 
$2.50 a day, while locomotive engineers are earning $8.00, 
why do not the section hands all quit and apply for jobs 
as engineers? The chief reason is that the ordinary 
section hand is not qualified to be an engineer. He has 
not the mechanical knowledge, the technical skill, the 
power to take responsibility, and the judgment required 
in the higher grade work. Every now and then a section 
hand may rise to an engineer’s position. But the majority 
remain section hands because they have not the ability 
to fill the higher place. If all men had equal ability, 
of course the section hands would all seek to become 
engineers; the increased supply of engineers would lower 
engineers’ wages, while the decreased supply of section 
hands would raise their wages, till finally the wages 
would be the same for both grades of labor. 

Non-competing groups of laborers. — But in fact 
this does not happen. The number of men able to work 
on the section is always large. The number of men able 
to, perform the engineer’s work is much smaller. The 
..engineers do not have much competition for their jobs 
from the section hands. '-So'it is with all the different 
grades of labor. Each grade requires a certain quality 
of ability, education, skill, experience, etc. Those in the 
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lower groups are not usually competent to perform the 
■work of the higher groups, and they do not generally 
compete for the higher jobs. Of course those in the 
higher grades could frequently perform the work of the 
lower grades, but they do not compete for those jobs 
because the wages are lower. So we say that laborers 
are divided up into a number of non“Competing groups, 
meaning that the members of one group do not compete 
much for the jobs in the other groups. 

Wages depend on supply of labor in each, group. The 
wages of each group are thus determined according to 
the'’ supply of labor in that particular group. It is a 
well-lcnown but very important fact that the supply of 
labor becomes smaller as we rise from the lowest to the 
highest grade. The supply of unskilled labor is almost 
always large; wages for such labor are therefore low. 
The supply of skilled mechanics is much smaller, and their 
wages are consequently higher. When we come to the 
highest grades, the supply is often very limited. When 
a great corporation, a railroad, for example, is looking 
for a president, there may be only a dozen men in the 
country with all the qualities needed for that job. This 
explains why a corporation will be willing to pay $50,000 
or even more for just the right man. 

“Taking work from those who need it.” — The “make- 
work” fallacy appears in discussions of the supply of 
labor as well as the demand. People sometimes say, for 
example, that a rich girl ought not to go to work, because 
she will be taking work away from some poor girl who 
needs it. Is this true? Let us return for a moment to 
our shipwrecked company of a preceding chapter (Chap 
ter XLIII). Suppose one of the young women in that 
company were to say: “I have decided to do no work, 
but to let the rest of you support me; otherwise I am 
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afraid I might take away the work of some other giiid^ 
Would that proposition appeal to the rest of the com- 
pany? Hardly. She would be told that the more people 
worked, the more things they would all have to enjoy, 
and that they were not inclined to deprive themselves in 
order that she or any other able-bodied person might live 
in idleness. In the world of to-day it is just as absurd 
to think that the workers are benefited when other 
people decline to work, or are injured when well-to-do 
persons choose to do something toward their own support. 

The real purpose of work. — People are misled by 
forgetting the real purpose of all work. We do not work 
for the sake of working. Work is a means, not an end. 
The purpose of work is to enable us to have the products 
of labor to satisfy our wants. The greater the number 
of workers and the more efficiently they work, the greater 
will be the product to be divided. People living in idle- 
ness are not an advantage to the wnrkers. (3ii the con- 
trary, for every idle member of the communit}’' those 
that work must work harder and have less to’ show for it. 

How the laborers may be hurt. — This concliision is 
clear enough when we are considering the welfare of 
society as a whole or of all the workers. But is it not 
possible that a certain class of workers may be injured 
by the competition of persons who could live in idleness? 
We have learned that the wages, of certain grades of labor 
are low because the supply of such labor is relatively 
large. Now if well-to-do. persons should all flock into 
the labor groups that are already overcrowded, the ef- 
fect might well be to cause a further reduction of wages 
for those groups. In this case, the laborers of these 
groups would really be injured. On the other hand if 
new workers are properly distributed among the different 
grades ..of labor no harm, is done to any one. And the 
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resulting increase in the product of industry benefits 
everybody, including the laborers. 

Differences in size of labor groups: natural ability. — 
What is it that keeps the numbers in the higher labor 
groups always smaller than those in the lower groups? 
There are several causes. In the first place, people are 
not born with equal capacities. Some children are 
bright, some stupid. The qualities necessary for high- 
grade work are not given to all. 

Education. — Still more important is education. As 
we go up the scale, we find that each grade of work 
requires more education and training than the ones 
below. An ignorant immigrant can soon learn enough to 
get a job as an unskilled laborer with a road-building 
gang. A skilled mechanic must have more education. 
An electrical engineer' must have spent years going 
through school and college. Generally the more educa- 
tion a man or woman has, the better the position he is 
able to fill. Not all people have equal educations. Many 
laborers have no education at all. Most boys and girls 
stop before the high school. Of those that go on through 
' high school, only a few go to college or technical school. 
And a still smaller number do graduate professional 
study after college. The higher we go in the scale of 
education, the fewer laborers we find. 

Other causes. — It must also be remembered that the 
'higher positions require sustained effort, concentration 
care, and responsibility, which are a severe strain on the 
worker. Many people are unwilling to make the neces- 
sary sacrifice of ease and comfort. They prefer an easy- 
going job, free from care and worry, even though the 
wages are less. High wages are necessary to induce 
people to accept the strain and responsibility of the 
higher positions. 
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The groups perpetuate themselves. — Children are 
quite likely to grow up into the same labor group as 
their parents. Parents in the upper groups are likely to 
see that their children are well educated. Having had 
the advantage of education themselves^ they realize its 
importance for their children. Also, having larger 
incomes, they can pay the cost of educating their children. 
Parents in the lower groups seldom appreciate the value 
of education, and their incomes are so small that they 
are usually unable or unwilling to pay the cost. They 
are more likely to put their boys and girls to work in 
factories or stores or on the farm just as soon as they are 
old enough to earn something which will add to the 
family income. It is natural also that children should 
tend to take up the same sort of work as their parents. 
These are the kinds of work with which they are familiar. 
Their parents and their family friends help them to find 
work. Their social feelings and customs tend to hold 
them in the same grades of work as their families and 
acquaintances. It is thus easier for children born into 
the upper groups to stay there than it is for children of 
the lower groups to rise. Of course there are many 
exceptions, especially in a country of freedom and oppor- 
tunity like the United States. Everybody can think of 
numbers of men who have risen to better positions than 
their parents. And now and then some one falls down 
below his parents' level. But the general rule is that 
the several labor groups tend to perpetuate themselves. 

Size of families. — This brings us to another important 
cause affecting the supply of labor in the different groups. 
Generally the people in the higher groups have fewer 
children than those in the lower groups. Any one, by 
thinking over the families he knows, will notice that the 
big families are more common among the unskilled 
Es. Ecox.—ax 
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laborers, and that the families with one or two children 
are generally among the well-to-do workers in the higher 
groups. This is a very important fact in connection with 
what we have just learned about the way in which each 
labor group tends to be perpetuated from those who are 
born in that group. It is one of the chief causes of the 
smaller numbers in the upper groups and consequently 
of the larger wages paid to the members of the higher 
groups. The families of the lower groups are so large 
that there is always a large supply of labor in these groups, 
and so wages remain low. 

The law of population. — There is, indeed, always the 
danger that, through the large families of the lower 
groups of laborers, the people of an entire nation or even 
of the whole world will become so numerous that there 
will not be enough of the necessities of life produced to 
support them. A great English economist, named 
Malthus, stated this principle more than a hundred years 
ago, and it has become known as the Malthusian law of 
population- The main idea is that there is a tendency 
for the human race to multiply more rapidly than the 
necessities of life can be produced on the earth. The 
earth is strictly limited in area and in natural resources. 
If the number of human beings becomes too great, there 
will not be enough food and other necessities to go around. 

Starvation and disease. — When this state is reached, 
people must die through starvation or disease caused by 
lack of the necessities of life. This has happened many 
times in the world’s history. Great famines and teriible 
plagues and pestilences have swept away thousands of 
people in nations whose numbers had become greater 
than could be supported. The nation of China is from 
time to time the victim of famine and pestilence. India 
has suffered likewise. 
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War and popnlation. — War is another means of 
keeping the balance between numbers and the necessities 
of life. In ancient days, two tribes fought when their 
numbers became too great to be supported on the land 
where they hunted or tended their flocks. They fought 
till one tribe was vanquished and killed off or driven 
away. Thus the American Indians fought over their 
hunting grounds. Even modern warfare is largely based 
on the same cause. The great World War was principally 
due to the reaching out of nations for new territories to 
support their surplus populations. This brought them 
into conflict. , The resulting war destroyed millions of 
human beings, and the famines and pestilences which 
came in its train caused the death of millions more. 

The lesson. — Man needs to learn that there is a limit 
to the number of human beings that can be supported 
on the earth. If by conscious restraint men keep their 
numbers down, they may live in comfort. Otherwise 
nature will restore the balance between population and 
the necessities of life by means of famine, pestilence, and 
war. Thus far, this lesson has been better learned by 
those in the upper labor groups. It has been scarcely 
learned at all by those on the lowest level. This is one 
of the causes of the higher wages and superior economic 
position of the members of the upper groups. And the 
careless increase in numbers of the families on the lowest 
level is one of the chief reasons why the supply of unskilled 
labor is always so great and its wages so low. 

Labor unlike ordinary coanmodities. — When Mr. 
Thompson sells his wheat (page 140), he does not see it 
again, and does not care- who the purchaser is, or how well 
the wheat is cared for,, or whether it is made into, white 
bread or brown bread or chicken feed. But when a la- 
borer sells his labor he must accompany it in his own per- 
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son, and lie is much affected by the working conditions 
which are controlled by the employer. If the price of 
wheat rises very high, Mr. Thompson can devote more 
of his farm to this crop next year and raise perhaps twice 
as many bushels. But when wages generally throughout 
the country rise very high, the supply of labor cannot be 
increased rapidly. When the price of wheat falls, the 
supply offered by the farmers is quickly reduced. But 
when wages generally are low, what happens? Is the 
supply of labor reduced? It would be in a new country, 
where laborers could get land on which to work for them- 
selves instead of working for unattractive wages. But 
under present conditions in many places the laborers, 
especially in the lowest groups, have no choice. If they 
would not starve, they must work for whatever wages are 
offered — and sometimes their wives and children must 
work also, increasing instead of reducing the supply as the 
price of labor falls. 

Not only are the laws of supply and demand thus some- 
what modified when applied to labor, but the free play of 
competition between employers and employees is affected 
by the average laborer’s comparative lack of wealth, of 
education, and of ability to move readily from one region 
to another. Before these facts were generally recognized, 
many economists and statesmen maintained the laissez- 
faire theory that the government should not interfere 
with the conditions of employment. In the early days 
of the factory system, therefore, men, women, and chil- 
dren were sometimes forced to labor under unhealthful 
conditions for very low wages. But now in the great 
industrial countries extensive codes of “factory laws” and 
other laws regulating labor have been adopted for the 
protection of the laborers. And labor unions, at first 
opposed as unlawful conspiracies, have been recognized 
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as havbg a legitimate function in reducing the nandicap 
of laborers in dealing with their employers. 

Laws regulating labor. — Examples of the labor laws 
are those prohibiting the employment of children under a 
certain age; regulating the hours of labor by women and 
children and in some cases by men; requiring protective 
devices to prevent accidents in the use of machinery; 
requiring proper sanitary conditions; and “workmen’s 
compensation acts” providing for accident insurance for 
laborers at the expense of the employer, who of course 
adds this item to the cost of production. 

Labor unions. — In the United States, the trade unions, 
most of which are combined in the American Federation 
of Labor, aim by “collective bargaining” with employers, 
and by more labor laws, to secure increased wages and 
improved working conditions under the present econortiic 
system. The industrial unions of the I. W. W. (Industrial 
Workers of the World) likewise bargain with employers, 
but their ultimate aim is socialism, which will be discussed 
in Chapter L. When bargaining fails, both kinds of unions 
may resort to the “strike,” with “picketing” and “boy- 
cotting,” in industrial warfare against the employers, who 
on their side may use the “lockout,” the “black list, and 
the services of professional strike breakers. As such m- 
dustrial warfare is injurious to [the general public as well 
as to employers and employees, one of the great problems 
for statesmen is the establishment of_ a fair and workable 
system of arbitration for industrial disputes. 


EXERCISES 

I. Define the term “marginal productivity.” _ 

When the linotype machine was first introduced the prmtem 
opposed it because they believed it would reduce 
it Ws soon discovered that on the contrarj^ the maAmc hdpcd to 
increase the demand for printers. Explain wlp this vas so. 
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3 Construct demand and supply curves for labor from the 
following schedules and show what wage rate would be set. Assume 
that the unit of labor is one man’s work for a day of eight hours. 


Number oj men 
wanted 
100 men 


Wage per day 


Number of men 
willing to work 
25 men 


4 After a period of severe cold in a city, the plumbers found that 
the demand for their labor had increased because of the damage done 
They argued that the cold was a good thing since it made work. 
Show that this sort of employment is not a good thing for society. 
Give reasons why it is not a good thing for the plumbers. 

c. Suggest ways in which society can protect the laborer from 
injury during periods when new machinery is being introduced. 

6 Give the real reason why the wages of sweatshop workers are 
so low. What should be done to remedy this situation? 

7. What developments are tending to break down the lines of 
division between non-competing groups of laborers? Explam. 

8. Give examples of countries which are overpopulated. How do 

you know that they are overpopulated? _ , , ^ 

g. State the economic effects of a strike; of sabotage (wilfm in- 
jury to an employer’s plant or product); of the closed shop 
(excluding non-union men from employment) . 

References for further study. - Taussig, F. W., Principles of 
Economics, Third Revised Edition (1921), Vol. 11 , pages 131-103; 

208-232- 281-384. Taylor, F. M., 0/ (1921), 

pages 481-492. Johnson, A. S., Introduction to Economics, Rwised 
(^1922), pages 187-237. Ely, R. T., Outlines of Economics, Third 
Revised Edition (1916), pages 427-492- Eisher, Elementary^ 
Principles of Economics (1912), pages 433-463- Clay, H., Economics 
for the General Reader, American Edition (1918), pages 279-313. 
Carver, T. N., Principles of National Economy (1921), pages 494 5 i 4 ‘ 
Marshall," A., Principles of Economics, (1916), pages 546 - 579 - 
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PROFITS 

A business income account. — Mr. Brown runs a 
grocery store in a small city. He buys fruit and vege- 
tables, butter and eggs, etc., from the farmers and market 
gardeners, and sugar, tea, coffee, canned goods, etc., from 
the wholesalers. These goods he sells to his customers. 
He rents a store. He borrows money at the bank from 
time to time when he is purchasing his stock in trade. 
He employs two salesmen to wait on customers and a 
young woman who acts as cashier, bookkeeper, and 
stenographer. Suppose that at the end of the month of 
April, 1923, Mr. Brown writes up his books and finds 
that the income and expenses of his business for the past 
month are as shown in the following income account: 

Brown’s Grocery Store. Income Account April, 1923 
Expenses Income 


Cost of goods 

ISjSoo Sale of goods 


Wages of clerks and 

cashier 380 


Rent of store 

120 


Interest on loans . . 

50 


Insurance 

SO 


Balance 




$7,500 

$ 7,500 


Definition of profits, — This account should be easily 
understood from what we learned about income accounts 
in. Chapter V. The balance,, or net income, represents 
the profits of the business, and we have this definition : 
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Profits are the net income, or the difference between the 
income and the expenses, received by the owner of a business. 
Mr. Brown’s profits from his grocery business are what- 
ever he has left out of the income of the business after 
paying all the expenses. 

Profits of various types of business organizations. — 
We learned in Chapter XII that businesses are organized 
in three forms, the individual business man, the partner- 
ship, and the corporation. The definition of profits 
stated above holds of each of these forms of business 
organization. The profits of the individual business man 
belong to him; they represent his own gain from his 
business. When a partnership makes profits, they belong 
to the partners. From time to time the profits are divided 
among the several partners. The profits of a business 
corporation belong to the stockholders. When divided, 
they are paid out to the stockholders in the form of 
dividends. 

The business man’s share in distribution. — Profits 
are the goal for which all businesses are. striving. Profits 
are the entrepreneur’s share in the distribution of the 
product of industry, just as wages are the share of the 
laborer. We must now learn something about the eco- 
nomic character of profits. 

Uncertainty of profits: wages compared. — We notice 
at once that there are some important differences between 
profits and wages. Wages are a certain definite amount 
agreed upon between employer and employee. The 
laborer is sure of his wages, so long as his employer is 
honest and able to pay. The laborer knows in advance 
just how much his wages will be. The business man does 
not know in advance what his profits will be. No one 
has guaranteed him any definite amount of profits. They 
may turn out large or small, or there may finally be no 
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profits at all. The business man’s profits depend entirely 
on the success of his business. The laborer’s wages do 
not depend on the success of his employer’s business. If 
the business is very prosperous, that will not make his 
wages any greater. And if the business is unprosperous 
or a failure, he will get his wages without reduction, so 
long as the employer is able to pay at all. 

Business men bear the risks of business. — This 
brings us to one of the most important characteristics of 
profits. Profits are the reward of business men for taking 
the direction and bearing the risks of business. In 
Chapter XXXIV we learned that all business in the 
modern world is risky. Somebody has to bear this risk, 
to take the chances of uncertain profits or of losses. This 
is the function of the business man. He, in turn, passes 
on some of the risks to others, by means of insurance and 
speculation, as we learned in Chapters XXXIV and 
XXXV. But there still remain the fundamental risks of 
business, which the business man must bear. 

What if laborers bore the risks? — The laborer does 
not bear the risks of business. The chief reason that 
he does not is that he cannot. Let us imagine an 
organization of business in which the laborers bore the 
risks. Suppose Mr. Brown’s two clerks and his cashier 
should say to him: ^‘We want to share in the profits of 
this store and we are willing to bear our share of the 
risk.” And suppose Mr. Brown agreed to their proposi- 
tion. The four of them would agree that no one should 
receive wages, but at the end of the month the profits 
should be divided according to some rule; for example 
50% to go to Mr. Brown, 25% to Jones, 15% to Baker, 
and 10% to IMiss Smith. If this arrangement had been 
in effect in April, 1923, the profits to be divided would 
have been $1,780. Mr. Brown- would have : received fSgo; 
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Jones, $445 ; Baker, $267; and Miss Smith, $178. This 

was a very good month. But suppose business fell off 
and there came a month in which the total profits were 
only $178. Jones could not live and support his family 
on $44.50, his share. And what would happen to him 
and the others the next month if there should be no 
profits at all? Jones would begin to look back with long- 
ing to the time when he got his regular salary of $200 
a month whether business was good or bad. 

Laborers unable to bear business risks. — The fact is 
that the laborers are not able to bear the risks of business. 
They have generally nothing to live on when business 
is bad and there are no profits. They are not willing or 
able to save out of their earnings in good times enough 
to live on during bad times. They must have a regular 
definite income, regardless of the “ups and downs of 
business. The plan which we supposed to be tried by the ; 
workers in Mr. Brownes grocery store is Quite possible in 
theory. Indeed, it has often been tried in practice. It i 
is called cooperation (a slightly different meaning from 
what we gave that word in Chapter X). But, in 
spite of the many attempts which have been made in 
various parts of the world and at different times, such 
cooperation has almost always failed. The experiments 
usually broke down when there was a period of small 
profits or losses. And so the wage system continues, and 
laborers as a class are fortunate in being able to pass on 

to the business men the risks of industry. 

Profits the reward for taking risks. — Business men 
bear the risks. In return they receive profits. Their 
incomes are irregular, now large, now small, now nothing 
at all, and sometimes net losses in place of incoine. They 
are able to live, when profits are small or lac^g, upon 
what they have saved in the years of prosperity or per- 
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haps upon wealth inherited or received from other sources. 
So they are able to bear the risks of business, which the 
laborers cannot stand. Profits are their reward and 
their share in the distribution of the product. 

Profits depend on chance and ability. — ■ The amount 
of profits depends on (i) the chances of business, and 
(2) the ability and skill of the busiriess man. The first 
cause we have just studied. The second is so self-evident 
that it needs little explanation. Everybody recognizes 
that some men are extraordinarily skillful in business. 
Everything they touch seems to prosper. And we know 
that it is not all pure luck by any means. Other men are 
not fitted for business. They cannot make a success of 
any enterprise. Sooner or later they fail and go out of 
business, generally finding employment for wages or 
salaries. Between the two extremes are all the thousands 
of business men with varying degrees of skill and making 
large or small profits accordingly. 

Profits as a whole. — It follows that profits vary 
enormously. Some few men of extraordinary ability are 
able to amass great fortunes from their business profits. 
Others are just able to support themselves and their 
families. And some make losses instead of profits. 
People generally have an exaggerated idea of the size of 
profits, because their attention is especially attracted by 
those who have made the big profits. We do not think so 
much of the thousands who get along on small and mod- 
erate profits. And we are likely to forget entirely the 
many men -whose business ventures have failed, yielding 
losses instead of profits. To get a true notion of profits 
as a whole, we must average the good years with the 
bad years and we must average the profits of all business 
men, those who make small profits ■ and suffer losses along 
with those who make fortunes. 
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The choice between profits and salary. — A man 
would not. ordinarily go into business unless he expected 
that his average profits would be somewhat greater than 
the wages or salary he could earn by hiring out to an 
employer. Profits, as we have seen, are the reward for 
taking business risks. Why should a man take the risks 
unless he expects to get something more than he could 
earn as an employee without risk? A man who could 
get a job as a factory manager at a salary of $s,ooo will 
not go into business himself unless he expects profits 
averaging more than $5,000 a year. So when a business 
man finds he is not succeeding and that his profits are 
less than the salary he could earn as an employee, he 
will give up his business and take a salaried position. 
This is what generally becomes of the men who fail in 
business. On the border line there are always men giving 
up their jobs and “striking out” into business for them- 
selves, and others giving up their businesses and hiring 
out for salaries. Do not make the mistake of thinking 
that all profits are higher than all wages. The able men 
have the choice bet'ween salaried positions and independ- 
ent business, as well -as the mediocre ones. Some men 
may stay in business for profits of $2,000 a year, because 
that is more than any employer would give for their 
services. And there are other men who cannot afford to 
go into business for themselves even though they may 
be pretty sure of making as much as $50,000 a year, for 
the simple reason that other business men are willing to 
hire them for salaries of $50,000 or more. 

Competition keeps profits down. — It is probable that 
if we should take the average of the profits of all business 
men for a considerable number of years, the amount 
would be little (if at all) greater than the average of the 
wages and salaries which all of these men could have 
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earned. What keeps profits down is competition. When 
profits are extra large, more men than usual throw up 
their jobs and go into business. This decreases the 
supply of laborers and so tends to raise wages and sala- 
ries. It increases the competition among business men. 
As we learned in Chapter XIX, competition among 
business men tends to push prices down to the cost of 
production, which includes only enough profits to induce 
men to undertake the risks of business. In competitive 
business, therefore, profits are not likely to average 
much above what the services of the business men en- 
gaged would be worth if they should hire out to employ- 
ers. Of course competition does not bring about a dead 
level of profits any more than it brings a dead level of 
wages. Men of different ability will still be able to 
secure different amounts of profits, according to their 
ability. 

Monopoly profits. — When we turn from competition 
to monopoly, there is no such limit to the amount of 
profits. Monopoly price is not limited to cost of pro- 
duction. The fortunate owner of a monopoly business 
may be able to secure profits far in excess of j^hat his 
ability would bring him if he had to hire out to an 
employer or submit to competition in his business. The 
subject of monopoly has been sufficiently studied in 
Chapter XX. 

Fees for personal service. — There is a class of workers 
whose renumeration falls somewhat between profit and 
wages. This class includes lawyers, physicians, dentists, 
architects, private teachers, consulting experts of various 
sorts, etc. The incomes of these persons are usually 
called fees. We may define fees as the ■ payments for per- 
sonal services of independenl workers. Fees are unlike 
wages in that they are not paid by an employer to an 
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employee. In fact fees are, on the whole, similar to 
profits. They are obtained by persons working independ- 
ently for themselves, not under the authority of an 
employer. They are uncertain, depending upon the 
chances of the occupation and the ability of the indi- 
vidual. There is frequently the same choice between 
fees and salaries as between profits and salaries. Fees 
are distinguished from profits because they are not 
received from '^business.” The size of fees is generally 
limited by competition, much as in the case of profits. 
Fees represent the share in the product of industry of 
those who receive them. 

EXERCISES 

1, What does the business man do to earn the profit he gets? 

2. Why is the laborer not in a position to agree to take profits 
in^stead of wages? 

3.. What is the difference between profits and wages? 

4. What forces would cause the average profit to rise in this 
country? What forces would cause the average profit to fall? 

5. Point out the similarity between profits and fees; the 
difierences. 

6. What sets the minimum limit to the amount of profit a business 
man is content to take? 

7. Make up a definition for the term profit.’’ 

References for further study. — Taylor, F. M., Principles of 
Economics (1921), pages 493-502. Marshall, A., Principles of 
Economics, Seventh Edition (1916), pages 596-628. Taussig, F. 
W., Principles of Economics, Third Revised Edition (1921), Voi. 
II, pages 164-198. Johnson, A. S., Introduction to Economics, 
Revised Edition (1922), pages 281-304. Ely, R. T., Outlines of 
Economics, Third Revised Edition (1916), pages 525-541. Carver, 
T. N., Principles of National Economy (1921), pages 551-561. 
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THE SHARES OF LANDOWNERS AND .CAPITALISTS 

It was pointed out in Chapter XLIII that each 
personas share in the distribution of the product of 
industry comes to him in return for something which he 
contributes to production. There are just two ways in 
which anybody can contribute to production: (i) by 
giving his services or labor, and (2) by giving the 
use of his land or capital. Most people contribute 
through labor. They ^^work for their living.’’ They 
receive their shares in the form of wages, salaries, fees, 
and profits. Those forms of income we have studied in 
the two previous chapters. We must now give some 
further study to the incomes which come to the owners 
of land and capital in return for their use in production. 

Small land rents in a new country. — The owners of 
land receive economic renty the nature of which ^we have 
studied in Chapter XLV. The size of the incomes from 
economic rent varies enormously, according to the kind 
and the location of land. In a newly settled country, 
economic rent is very small. Land is so abundant that 
there is enough good land for everybody. We learned 
in Chapter XLV that the amount of the economic rent 
depends on how much better the land is than the mar- 
ginal land. In a new country, there is so much land 
that people do not have to use any but the best. The 
marginal land is as good, or nearly as good, as the best 
that is being used. Since there is little or no difference 
between any piece of land and the marginal land, there 
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is little or no economic rent. Nobody will, pay a land- 
owner much rent, when he can go out and take without 
rent another piece of land nearly as good. 

It results, then, that in new countries there are gener- 
ally no large incomes from economic rent. No class of 
wealthy landowners appears. This was the condition 
when the first white men settled along the Atlantic coast 
of America. As the population grew and spread to the 
west, there was always a 'frontier where land was 
abundant and little income came to any one from eco- 
nomic rent. 

Large land rents in old countries. — But as a country 
grows older and population increases, there comes a 
change. The quantity of land is limited. It cannot be 
materially increased by man. Hence, as population 
grows, there comes a time when there is no longer enough 
of the best land to supply all the people’s needs. Poorer 
land must be used. And so, step by step, the margin 
is pushed down to poorer and poorer land, and at each 
Step (as we learned in Chapter XLV) the economic rent 
of the lands already in use rises. In an old, well-settled 
country, nearly all the land is superior, much of it 
greatly superior, to the marginal land. Thus, in an old 
country the economic rent of land is high, often very 
high. In an old and thickly settled region, many persons 
receive incomes from the ownership of land, and in some 
cases large fortunes are thus built up, A social class of 
wealthy landowners may arise. In England and other 
European countries, the aristocracy is largely based on 
the ownership of land. The United States is still a com- 
paratively young country, and land is abundant. But 
in the older parts of the country and in those sections, such 
as the Mississippi valley, where the land is especially fer- 
tile, large incomes are received by the owners of the land. 
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City land rents. — What makes economic rent high is 
the concentration of population. When there are few 
people in a given territory, land appears to be abundant 
and economic rent is low. When many people gather in 
one place, land appears scarce and economic rent is 
high. We therefore find the highest economic rent in the 
cities. Here the population is highly concentrated. 
Thousands of people live and work on a few acres of 
land. They must have land for offices, stores, and fac- 
tories, which must all be close together. And the land 
fox their homes must be near their working places. Hence 
the land in a city bears very high economic rent. The 
rent of a lot for a store in a city of 100,000 inhabitants 
may be as high as $7,000 or $8,000 a year. A certain 
corner lot in the city of New York, 100 feet on one street 
and 200 feet on another street, is said to rent for $400,000 
a year. The fortunate owners of the land upon which 
cities have grown up have reaped huge fortunes from 
economic rent. This, for example, was the foundation 
of the fortune of the Astor family in New York city. 

Economic rent in the United States to-day. — We see 
that the economic rent of land varies enormously, depend- 
ing on its character and location with respect to the 
concentration of population. In various parts of the 
United States to-day we can find land which it does not 
pay to cultivate. It yields no rent. We can find mar- 
ginal land. On the rocky hillsides of New England, as 
well as in the arid plains of the southwest and the barren 

bad lands” of Montana, Nebraska, and the Dakotas, 
there is land that any one could use for little or no rent. 
In different parts of the country we may find farm land 
yielding economic rent varying from a few cents to ten 
or twenty dollars an acre. And in the cities the economic 
rent of residence lots, factory sites, and land for offices 
F. Es. ECON.--S2 
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and stores runs up to hundreds and thousands of dollars 
per acre. So the incomes which landowners receive in the 
form of economic rent vary, from nothing at all to large 
sums, according to the character and location of their land. 

Rent, interest, and dividends. — All forms of capital 
yield incomes to their owners when used in production. 

The income from capital in general appears in various 
forms, especially rent, interest, and dividends. When 
a man uses his own capital in business he gets an income , 
from it, in addition to his profits, which is usually called . 
rent or interest. And any owner of capital, which he 
himself does not care to use either in business or for 
enjoyment, may lend or rent his capital to other people, 
who will use it and pay him interest or rent; or he may 
invest it in the stock of a corporation and receive divi- 
dends These subjects have already been studied, espe- 
cially 'in Chapters XLIV and XLVII. Dividends are 
somewhat different from rent ^ and ^interest; (i) The 
capitalist absolutely gives up his capital to the corpora- j 

tion without any promise of repayment, and_ (2) the | 

income he receives is not a fixed amount, but is simply j 

his share of the profits made by the corporation. In 
short, the owners of capital may receive a share in the j 

product of industry on account of the use of their capital, | 

either by themselves or by others. , , j ' 

When the business man uses other people’s land ana 
capital. —The relation between economic rent, rent, 
interest, and profits may be seen clearly by means of a 
simple example. Mr. A goes into the grocery business. 

He has no capital of his own. He rents from Mr. M a 
store and the land on which it stands. He borrows 
$eo 000 of capital from Mr. N with which to buy fixtures 
and a stock in trade and to pay his first expenses At 
the end of the first year his income account might be 
something like this: 
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A^s Grocery Store — Incoivie Account, 1922 


Expenses • Income 

Economic rent of land . . $ 800 Sale of merchandise. . . .$104,000 

Rent of store building . . 1,200 

Interest on capital 3 jSoo 

Wages of clerks, etc 8,000 

Cost of merchandise .... 80,000 

Insurance 400 

Other expenses 3,000 

Balance (profits) . . . 7,100 


$104,000 $104,000 

Before Mr. A could figure any profit he had to deduct 
from the income of his business all his costs, including 
what he paid Mr. M for economic rent of land and rent 
of building and also the interest paid to Mr. N for bor- 
rowed capital. The total receipts were $104,000; the 
costs were $96,900. The balance of $7,100 was the profit 
of the business and represents Mr. A^s income. Mr. M, 
on the other hand, had an income of $800 in the form of 
economic rent from his land, and $1,200 in rent from his 
building. Mr. N received an income of $3,500 in interest 
on his capital. 

When the htisiness man uses his own land and 
capital. — Now suppose there is another grocer, Mr. B, 
who owns a lot and a store building of the. same quality 
as the ones which A rented from M. . Suppose also that 
he has $50,000 of his own and. so does not have to borrow 
any capital.. Suppose .further that he is just as good a 
•business .man as AA. .In' that case he should make about 
the same profits as A, since all the conditions are the 
same. Mr,. A^s .total costs were $96,900. We will assume 
.Mr, B had the sa,me costs, except that he paid .nothing 
for 'economic Tent, rent, ■ or ■ interest. His total costs 
would then be $91,400, If his receipts were the same as 
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A’s, $104,000, this would leave a balance of $12,600. 
Does this mean that he has made bigger profits than A? 
Certainly not. Part of this balance represents the 
economic rent, rent, and interest which his land and 
capital brought to him. 

Suppose his balance had been just $7,100, the same as 
A’s. How much profit would that represent? Remem- 
ber that he might have rented his land and store for 
$2,000, which is what Mr. M got for his, and he might 
have loaned his $50,000 for $3,500 interest, which is 
what Mr. N received: He could then have had an income 
of $5,500 without doing any work at all. We have 
supposed that he used his land and capital in his business 
and yet made a total net income of only $7,100. This 
would leave only $1,600 ($7,100 - $5,500) as the reward 
for his own efforts in running the business, i.e., his profits. 
He had just as much ability and worked just as hard as 
Mr. A. Then why should he not receive as much for 
his labor and risk as Mr. A? Naturally he will not go 
to all the trouble of running a store unless he can get a 
fair profit in addition to the economic rent, rent, and 
interest which he could obtain by turning his land and 
capital over to others to use. Therefore, before any 
business man can tell what his profits are he must sub- 
tract from the net income of his business the economic 
rent, rent, and interest which he could have obtained 
from other people for the use of his land and capital. 
So Mr. B’s net income from his business, amounting to 
$12,600, is madenp of these items: 


Economic rent of land $ 800 

Rent of store building 1,200 

Interest on capital 3,500 

Profits 7,100 

$12,600 
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Conclusion. — We see, then, that the owners of land 
and capital receive a share in the product of industry on 
account of the use of their land and capital in production. 
They get this share apart from any immediate services 
they may perform. If a man owns enough capital he 
may live on its income without doing any work. And if 
the capitalist or landowner works, he receives an income 
from his capital or land, in addition to the wages, salary, 
fees, or profits which he may receive on account of his 
labor. 

EXERCISES 

1. As the population of the United States increases, is it likely 
that the amount of income going to landowners will increase or 
decrease? Why? 

2. What determines the amount of economic rent received by 
a landowner on a given acre of ground? 

3. What is meant by “marginal land”? Is there any such land 
in your neighborhood? 

4. Does a man fail to get interest when he uses his own capital 
instead of lending it to some one else? 

5. What service does the owner of land render in return for 
his income? 

6. What service does the owner of capital render in return for 
his income? 

References for further study. — Fisher, I., Elementary Principles 
of Economics (1912), pages 410--432. (See also references for Chap- 
ters XLIV and XLV). 



CHAPTER XLIX 


DISTRIBUTION AMONG INDIVIDUALS, FAMILIES 
AND ECONOMIC GROUPS 

The chief kinds of income. — We have learned that 
the total product of industry is divided among all the 
people in such a way that each personas share is equal in 
value to the value of what he contributed to production. 
We have learned that what people contribute is either 
their labor or the use of their land or capital. And 
finally, we have learned that the shares received in 
return for labor and the use of land and capital appear 
in the form of incomes of various kinds. We have studied 
the most important kinds of income; i.e., wages, salaries, 
fees, profits, economic rent, and interest. We are now 
ready to study the actual distribution among individuals. 

Many persons receive more than one kind of income. — 
First of all, we must notice that it is quite possible for 
one person to receive more than one kind of income. For 
example, the storekeeper Mr. B, in the preceding chapter, 
received three kinds of income. He received economic 
rent because he was an owner of land, he received rent 
because he owned a store building, and interest because 
of his other capital (both these two being the income 
from capital), and profits as the result of his labor. Most 
people are workers and receive some income in return 
for their labor. And many of the workers are also owners 
of land or capital, from which they receive incomes. 
Many a daydaborer owns a little capital, a few shares 
of stock in a corporation, a government bond, or a deposit 
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in the savings bank. He thus receives dividends or 
interest in addition to his wages. Probably most of the 
higher class of workers who receive salaries and fees have 
also some income in the form of economic rent, interest, 
or dividends. Many business men own a part at least 
of the capital they use in their businesses and so receive 
rent and interest in addition to their profits. 

Individual incomes depend on ability and possessions. — 
Any given individual’s income depends generally upon 
two things: (i) his own ability and (2) the amount and 
character of the land and capital which he possesses. We 
learned in Chapters XLVI and XL VII how wages, sala- 
ries, fees, and profits depend on the skill and energy of 
the individual worker. And it is clear that the amount 
of economic rent, interest, or dividends which any person 
receives depends on the amount and character of his 
capital. 

The causes of inequality. — This explains why the < 
distribution is so unequal; why some are rich and others 
poor. We have learned how greatly people differ from 
one another in ability. The result is the enormous dif- 
ference in income between the lowest grade of unskilled 
labor and the highly paid railroad president or lawyer. 
Still greater differences are due to the possession of land 
or capital. Salaries and fees seldom run above $50,000 
or $100,000 a year. Profits are sometimes higher, but 
they are exceptional. The people who receive the greatest 
incomes are those who own large amounts of land or 
capital. The income of a millionaire generally consists 
mainly of interest and dividends on his capital. Very few 
persons ever obtain such an income in wages or salary. 

How do people get capital? — • But, we may ask, where 
do people get their wealth (land and capital)? Why do 
some have so much, while others have so little or none at 
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all? The answer to these questions will go far to explain 
the inequality of distribution. 

Wealth is either (i) the free gift of nature or (2) the 
result of production. In the first group is land. There 
was a time, in the distant past, when people obtained 
land by simply seizing it. That time has passed. To-day 
the land is practically all owned by individuals, and the 
land that is not so owned belongs to the government and 
may generally be obtained only by purchase, like any 
other kind of wealth. 

Saving. — There are to-day just two important ways of 
obtaining wealth: (i) by saving out of one’s past income, 
and (2) by obtaining it from others, through gift, inherit- 
ance, or otherwise. Whenever a person spends less than 
his income he accumulates capital. This capital may 
be deposited in a savings bank, it may be invested in 
government bonds or in the bonds or stocks of a corpora- 
tion, it may be used to purchase land or buildings, or 
loaned, or used in business. The income frem this capital 
increases the owner’s income and so makes it easier for 
him to save more next year. This is the ordinary way 
in which capital is acquired. 

The power to save. — Nearly every worker has the 
power thus to acquire some capital. Of course this 
power depends upon the size of one’s income and one’s 
needs. Those laborers at the bottom of the economic 
scale, whose wages are barely high enough to provide 
the necessities of life, have little chance to save. And if 
their families are large, even this small chance becomes 
less. As we go up to the higher grades of labor, the 
opportunity for saving increases because incomes are 
greater. The highest grades of workers are frequently 
able to accumulate considerable amounts of capital out 
of their salaries and fees. But the greatest opportunity 
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for the saving of capital comes from the profits of the 
successful business men. Every business man hopes to 
“make a fortune” out of his business. Many do not 
succeed, but many others are successful. In the United 
States, business profits are the chief source of the large 
accumulations of capital. 

The willingness to save. — The accumulation of capital 
by saving depends not only on the power to save but 
also on the willingness to save. Saving means sacrifice. 
It is easier and pleasanter to spend all one’s income in 
immediate enjoyment. It takes forethought to appre- 
ciate the advantage of giving up present pleasures for 
the sake of capital to be enjoyed in the future. And it 
takes some strength of will to make the necessary sac- 
rifice. These qualities of forethought and will power 
are not possessed by all people in the same degree. 

The “ self-made ” man. — The history of the United 
States is full of instances of “self-made” men, men who 
had no advantages at the start but who have succeeded 
in business and accumulated fortunes. Such a man, 
though having only a small income, nevertheless saved 
and so obtained the modest beginning of a fund of capi- 
tal from which his later fortune grew. It is possible to 
point out such men in almost any town. Forethought 
and will power, the willingness to save, as well as busi- 
ness skill, were the causes of their success. 

The spendthrift. — On the other hand the instances of 
those who are too careless and weak-willed to save are 
well known in every community. Many a young man 
has begun life with a well-to-do family, good education, 
and everything else in his favor, yet, for the lack of the 
willingness to save, has never been able to accumulate 
any wealth. Even more hopeless is the case of those 
who, with small incomes and few advantages, lack also the 
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willingness to make the sacrifice of saving. We learned, 
in the chapter on wages (Chapter XLVI) , that the lowest 
class of unskilled laborers receive the lowest incomes and 
so have little power to save. It is in this class also that 
we find the least inclination to save. Even their small 
incomes are not expended wisely. Large families are the 
rule, expenses are not carefully regulated, the entire 
income is spent on immediate needs. There is neither 
the power nor the willingness to save. 

An example. — The importance of the individuaFs 
willingness to save was illustrated at the time of the 
World War. Wages were very high. Many laborers 
who a few years before had been getting along on three 
or four dollars a day were receiving wages of eight 
or ten dollars. In spite of the increase in the cost of 
living, these men found they were easily able to save. 
How did they take advantage of their good fortune? It 
all depended on their individual characters. Some were 
wise and careful. They lived as they had lived before. 
They saved and were rewarded with a rapidly growing 
savings-bank account, or a tidy capital in government 
bonds, or stock in the corporation for which they worked, 
or the purchase of a home. Thousands of laborers were 
thus able to raise themselves into the class of capital 
owners. 

But other thousands threw away their chance. 
Increased incomes meant to them simply the chance to 
indulge in new and extravagant expenditures. They 
bought automobiles, wore silk shirts, sat in the best 
seats at the theater, and, with the cheerful cooperation 
of their wives and children, found it easy enough to get 
rid of their wages, no matter how high they were. When 
the years of prosperity were succeeded by business 
depression and falling wages, they found themselves just 
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where they were before or even worse, with nothing to 
show for their opportunity to acquire capital. 

Luck in acquiring capital. — In studying the accumu- 
lation of capital we must never forget the element of 
chance or “luck.” Many persons have obtained their 
capital through pure luck. A poor farmer suddenly dis- 
covers that there is oil beneath the surface of his pasture; 
he becomes a rich man over night. Fortunes have been 
made in oil wells, in gold mines, and in other similar 
enterprises, where the chief factor was good luck. There 
is a good deal of luck in the fortune of the successful 
author whose book just hit the popular taste and became 
a “best seller”; in the huge royalties of the popular 
writer of “movie” scenarios; in the success of the “stars” 
in the theatrical and musical professions; and in the 
sudden wealth that has come to the fortunate inventors 
of popular devices. We studied the subject of business 
risk in Chapter XXXIV. All business is more or less 
risky; the element of chance is always present. Some 
enterprises are extremely hazardous. Those who go 
into them take great chances of failure and loss. Most 
of them do fan. But now and then a lucky individual 
comes out with a fortune. People seek or shun risk 
according to their personal natures. Those who are 
naturally cautious go into the relatively safe and stable 
businesses. They are less likely to fail, but also less 
likely to make great and sudden fortunes. The adven- 
turous spirits choose those enterprises where the prob- 
ability of failure is great but which offer the chance 
of great fortunes to the lucky few. Even the ordinary 
business involves some risk, and business profits are 
always, in some degree at least, a matter of luck. 

Chance in expenditure. — Chance also appears on the 
expenditure side of the account. Sickneso and accident 
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are not to be foreseen. A long illness or an expensive 
operation may wipe out all that a poor family has been 
able to save in many months or years. While ‘^hard 
luck” is often called upon to bear the blame for poverty 
that is really due to inefficiency and shiftlessness, yet 
it is true that chance plays a considerable part in deter- 
mining the possibility of saving and accumulating capital, 
particularly with the poor. 

Capital obtained from others: theft and fraud. — So 
far we have been studying the way in which people 
obtain capital by saving out of their incomes. All capital 
must originally be accumulated in this way. But not 
all of the present owners of capital obtained it through 
their own savings. Much capital was obtained from 
others, through gift or inheritance, theft or fraud. There 
are always unscrupulous persons who are seeking to 
acquire the capital of others, by theft or fraud. Some 
are successful and are able to evade the law and enjoy 
their ill-gotten gains. While this means of acquiring 
capital must not be overlooked, it is of course only the 
exception. 

Gifts. — Gifts are more common. Children of wealthy 
families generally receive some share of their parents^ 
capital through gifts. Sons are ^^set up in business.” 
Daughters are given something when they marry, or are 
provided with the wealth necessary to support them if 
they remain single. 

Inheritance of capital, — But the one important means 
by which capital is obtained from others is inheritance 
or bequest. This is a subject of the utmost importance 
in the distribution of wealth. We have studied the sub- 
ject of private property in Chapters III and VI. The 
right of property generally includes the owner’s right to 
dispose of his wealth after his death. Capital accumu- 
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lated by one person is thus passed on to others. Many 
people in this way become the possessors of capital with- 
out effort on their part, either of labor or of saving. 
Wealth is generally, though of course not always, passed 
on to the children or other members of the owner’s 
family. Large family fortunes thus grow up. 

The leisure class. — It is the possession of capital 
through inheritance that makes possible a class of people 
who enjoy large incomes, who obtain a large share in the 
distribution of the product of industry without per- 
forming any labor. In the United States, however, this 
class is not very large. Most people, even of the wealthy 
class, are engaged in some business or professional enter- 
prise, generally making use of their own capital. 

Family fortunes in America. — Another noticeable 
thing in the United States is the small number of large 
permanent family fortunes. When once a man, through 
business success and careful saving, has accumulated a 
fortune and handed it on to his son, it would seem that 
the son should find it easy to hold and increase the capi- 
tal and pass on a still larger fortilne to his son, and so on 
indefinitely. Such a family would appear to have every 
advantage in favor of the perpetuation of its fortune 
generation after generation. Yet this seldom occurs for 
more than two or three generations. What commonly 
happens is something like this. The son of the man who 
made the fortune has all the advantages of education, 
family standing, and possession of capital. On the other 
hand his life has developed a distaste for work, an unwill- 
ingness to save, and a variety of expensive tastes which 
his father did not have time to develop. He also prob- 
ably lacks something of his father’s business ability. He 
undertakes to carry on his father’s business. But long 
hours of hard work are distasteful to him and interfere 
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with his pleasures. He neglects the business, turns its 
management over to paid agents, and devotes himself to 
spending his income. Eventually his business declines, 
his income decreases, while his expenses continue to 
mount. The capital left him by his father dwindles. 
When he dies he passes on a reduced fortune to his own 
son, brought up in an atmosphere of idleness and extrav- 
agance and with still less ability and inclination for 
work. This generation is likely to see the ruin of the 
business and the end of the family fortune. We have 
an expression in America, ^Mrom shirt sleeves to shirt 
sleeves in three generations,’’ which is intended to de- 
scribe this tendency of family fortunes to be short lived. 
Of course there are exceptions. Such names as As tor, 
Morgan, Gould, and Vanderbilt suggest families whose 
fortunes show promise of long life. But the number of 
such families is fewer than one might at first think likely. 

Distribution by economic groups. — We have now 
before us the most important influences affecting the dis- 
tribution of wealth. In order to learn what the actual 
result is, economists have made careful studies in many 
countries. In the United States, for example, the statis- 
tics of the federal income tax for the years 1918 and 1920 
are as shown in the table on the following page. (Since 
1918 there has been an increasing tendency on the part 
of the larger income-tax payers to invest in tax-exempt 
state and municipal securities. This fact explains the de- 
cline in the numbers in the-* highest income groups.) 

The people of any country may be divided into groups 
according to the amount of their wealth or incomes. 
At the bottom would be the paupers, those who are not 
able to support themselves but must depend on charity. 
The next group consists of those who have the necessi- 
ties of life and some comforts, but not very much more, 
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Fig. 27. The Social Pyramid 


poor but not paupers. This is the class of the un- I 
skilled laborers. It is the largest group of all. Next | 

comes the class of skilled laborers, clerks, etc., with some- : 

what more wealth, yet still to be regarded as only mod- 
erately well-off. This class is smaller than the one below. 

As we go on up the scale, we find that in each group 
there are fewer persons than in the groups below. The * 
people whom we call well-to-do are fewer than the poor. 

The moderately wealthy are fewer than the well-to-do. 

Still fewer people are really wealthy, while the numbers of 
millionaires and multimillionaires are still smaller. The 
larger the average wealth or income in any group, the 
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smaller is the number of persons in that group. This is the 
law of the distribution of wealth. 

The ^‘social pyramid.’^ — We may illustrate the law 
of distribution in this way.. Imagine that we could bring 
together the entire population of the country and sepa- 
rate them into groups according to their wealth or 
incomes. Suppose we built a huge tower, consisting of 
various floors one above another, each the right size for 
one 'group. Suppose all of the very poorest class stood 
close together on the first floor of our tower. On the 
second floor would stand all those of the second group, 
and so on. When everybody had been arranged, the 
effect would be like a great pyramid a little narrowed at 
the base (Figure 27). This shows what social pyramid’^ 
means in describing the w^y wealth is distributed. 

EXERCISES 

1. Make a list of the different classes of income, give a name to 
the group of people who enjoy each kind of income, and state what 
service is rendered in each case in return for the income. 

2. Do you know of any one who receives but one kind of income? 
Any one who receives two kinds? Three kinds? Four kinds? 

3. How does the inheritance of wealth cause inequality? 

4. What characteristics must a laborer possess to become a capi- 
talist by his own efforts? 

5. If capital were all divided evenly would there long be equality 
of income? Give reasons. 

6. What forces tend to perpetuate the leisure class? Mfliat forces 
tend to remove families from the leisure class? 

7. Draw a curve illustrating the distribution of wealth. Explain. 

References for further study. — Fisher, I., Elementary Principles 
of Economics (1912), pages 464-514. Taussig, F. W., Principles of 
Economics, Third Revised Edition (1921), Vol. II, pages 199-207; 
253-277. Marshall, A., Principles of Economics, Seventh Edition 
(1916), pages 660-6SS. Ely, R. T., Outlines of Economics^ Third 
Revised Edition (1916), pages 542-556, 
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CHAPTER L 


PROPOSITIONS FOR CHANGING THE ECONOMIC 
SYSTEM 

Distribution and inequality. — In the foregoing chap- 
ters on distribution we learned how the product of 
industry is parceled out among the several members of 
the community. We saw that each personas share 
depends on the value of what he contributes to pro- 
ductioUj either his labor or the use of his land or capital. 
The result, as we learned, is that the product is not 
divided equally. Some receive large shares, some small. 
This inequality is due mainly to differences in ability 
and to the unequal distribution of land and capital. 

The protest against inequality. — Now there are 
people who believe that this distribution of the product 
of industry is all wrong. They say that the product ought 
to be distributed equally, or at least with less inequality 
than it is, or according to some different rule. Some feel 
that it is wrong that any one should receive a share with- 
out doing any work for it. It is the ownership of land 
and capital which makes this possible and which also 
is responsible for much of the inequality in distribution. 
Some persons therefore believe that the private ownership 
of land and capital should be given up. These are just a 
few examples of the complaints which are voiced against 
our economic system and the resulting distribution of 
the world’s goods. 

Scientific judgment on the existing system. — In all 
of our study so far, the purpose has been to find out how 
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things are, to learn the facts and the economic laws. 
We have not tried to determine whether things are right 
or wrong. This is not the business of a science. We 
have now come nearly to the end of our study, and we 
are in a position to examine intelligently some of the 
important complaints against the existing economic 
system and some of the important proposals for change. 
As we learned in Chapter VI, man^s economic environ- 
ment consists partly of customs, institutions, and laws 
which were made by man himself, and which can there- 
fore be changed by man if he sees fit. It is very important 
to determine whether these human institutions are as 
good as possible and, if not, how they may be improved. 
But no one can do this intelligently until he has first 
studied the whole economic system scientifically. We 
must first know what the system actually is and how it 
works, before we are prepared to criticize it and propose 
changes. It is for this reason that the study of plans for 
social reform was put off till the last chapter of this book. 

Socialism and private property. — The most severe 
critics of the present economic system are the socialists. 
The socialists object to the present inequality in the dis- 
tribution of wealth and income. They propose to change 
those parts of the economic system which make inequality 
possible. The socialists do not all agree as to their exact 
program. Some, the communists^ would abolish private 
property entirely. They would have all wealth owned 
in common by all the people of the community, state, or 
nation. Others, generally called collectivists, would have 
common ownership only of the instruments of production, 
that is, of the land and the capital used in production. 
They would let individuals continue to own their food, 
clothing, homes, and other articles of wealth which are 
really for the direct satisfaction of human wants. 
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Public ownership of capital. — The most important 
part of the socialistic program (common to all groups 
of socialists) is the public ownership of the instruments 
of production. This means that private property in 
such wealth would cease. All the land, the mines and 
forests^ factories, railroads, ships, the banks, and all 
other wealth used in production would belong to the 
whole people; i.e., to the government. 

Government control of industry. — This of course 
would entirely change the present methods of production. 
There would no longer be entrepreneurs directing indus- 
try according to their judgment, paying rent, interest, 
wages, and other expenses, and selling the products of 
industry for what they could get; taking the risks and 
making profits or suffering losses. There would now be 
just one great entrepreneur, the government. Since all 
land and productive capital would belong to the govern- 
ment, no economic rent, rent, or interest would be paid 
to any one. Everybody, from the lowest unskilled laborer 
to the skilled managers and technical experts, would be 
employed by the government. The government would 
direct industry; it would decide what things to produce, 
what qualities, and how much of each. 

Distribution under socialism. — How would the prod- 
uct be distributed? Here also there are differences 
among the socialists themselves. Some would have an 
equal division. Some would divide the product according 
to the amount of labor performed by each. Others 
would try to base the division on the importance of the 
services rendered by each. Still others would distribute 
according to needs rather than services. But all 
socialists agree in wishing to abolish the present system 
of distribution, by which each person receives for his 
services or the use of his capital what they will bring 
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in the market, and then spends his income for the things 
he wants at prices determined by demand and supply. 
Under socialism, each person would work for the govern- 
ment. He would either receive his share of the product 
directly in goods (food, clothing, etc.) handed out to him 
from the government warehouses, or he would be paid 
in money with which he could buy what he wanted from 
the government stores at prices fixed by the government. 

Scientific test of socialism. — This is a brief statement 
of the program of socialism. What shall be our judgment 
upon it? In the first place, socialism would do away with 
some features of the present system which most people 
regard as defects. Presumably there would be no leisure 
class, enjoying great wealth but performing no services. 
Everybody presumably would have to work for his living. 
There would no longer be the extreme differences between 
rich and poor which now exist. Wealth and income, if 
not equally divided, would at least be more evenly dis- 
tributed than at present. The existing system is not 
perfect. The socialists have been very keen in calling 
attention to its defects. We need to remember, however, 
that no human institution is perfect. The question is 
whether the socialistic system promises, on the whole, 
to be more nearly perfect than that under which we are 
living. Our scientific study of economics ought to throw 
some light on this question. 

What makes people work? — Under the present system 
the one great motive that leads people to work is the hope 
of gain. As a general rule, the harder and more effi- 
ciently people work, the greater is the income which they 
obtain for the satisfaction of their wants. Under 
socialism, the motive of private gain would largely 
disappear. It would disappear entirely if all private 
property were abolished or if distribution were based on 
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a rule of exact equality. And even if we did not go to 
these extremes, it is certain that no considerable accumu- 
lation of wealth would be permitted. It is doubtful ii 
anything could take the place of this motive. The 
worker, under the socialistic state, knowing that he was 
sure of his share anyway and had little or nothing to 
gain from special exertion, would tend to work just hard 
enough to escape the reprimand of the overseer. This 
is the way slaves work. It is quite possible to find evi- 
dence of this kind of work to-day among government 
employees who feel secure in their positions through 
political influence. 

The managers of industry. — The loss of motive would 
be bad enough as respects common labor. It would be 
fatal in the case of the skilled workers and those who bore 
the burden and responsibility of management of industry. 
The present-day entrepreneur devotes all his skill and 
strength to making his business a success. He is willing 
to work early and late, day and night, to risk his fortune 
and his health, in the hope of winning large profits; he 
does everything possible to keep down the costs of pro- 
duction and to increase the product of industry: all for 
the sake of the' gain he hopes to make. What would lead 
him to work like this if he were merely the appointed 
manager of a government enterprise? He would be sure 
of his moderate reward anyway; he would have little 
or nothing to gain from the success of the enterprise: 
why should he exert himself? 

The motive offered by socialism. — The socialists 
claim that those who served the people well would win 
public esteem, they would be promoted to higher and 
more honorable positions under the government, and 
this would be motive enough to cause them to give their 
best service. But this claim hardly agrees with the facts 
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as we know them. While popular esteem is relished by 
all, few men will work as hard for it as they will for per- 
sonal gain. Moreover there is no guarantee that popular 
esteem will always go to those who have labored most 

efficiently. Public approval is notoriously capricious and 

fickle. It frequently overlooks the conscientious, efficient 
public servant, to shower its favor on one whose only 
claim is his knowledge of how to attract attention to 
himself and tickle the popular fancy. Again, promotion 
in the government service is not nearly so likely to 
depend on efficiency as in private industry. Political 
considerations are likely to decide the matter. 

What present government industries show. — There is 
evidence on this point from such government industries 
as we already have. We have learned why the business 
man devotes all his skill and energy to keeping down 
costs and increasing production. His profits are at stake. 
The paid manager of an incorporated business does the 
same. His position and salary and his chance of pro- 
motion depend on his success. But the government 
officers in charge of the post office, the government 
printing office, a city railway system, etc., do not have 
the same interest in the efficient and economical conduct 
of the government's business. Their positions depend 
on their popularity with the voters and their standing 
with those above them. The favor of those on whom 
they depend rests on political considerations rather than 
on their efficiency in the conduct of the government 
business. These are serious defects in our politics to-day. 
We have seen their effects in the government industries 
which we now have. When it is proposed to turn all 
industry over to the government, these defects loom up 
as overwhelming obstacles. 

Effect on accumulation of capital. — Another weakness 
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of socialism is its effect on the accumulation of capital 
for use in production. We have learned how important 
a great stock of capital is in modern industry. We have 
learned that capital comes from saving by those who 
voluntarily consume less than their total incomes. We 
have learned that people are induced to save by the 
payment of interest and by the hope of accumulating a 
fund of wealth for later enjoyment, or to support them 
in their old age, or to provide for their wives and children. 
But all this would be abolished under socialism; there 
would be no interest payments and no one would be 
allowed to accumulate a private fortune. The individual 
motive for saving would be gone. If capital were to be 
accumulated, the saving would have to be done by the 
government. From what we know about our own govern- 
ments, national, state, and local, the prospect is any- 
thing but hopeful. The thing that makes a public 
official popular is spending the government money, not 
saving it. No government in the United States has ever 
done any saving. Governments have always been very 
good at spending. When goyernments need capital for 
public enterprises they have to borrow it from individ- 
uals who have saved it. The result of transferring the 
responsibility for saving capital from the people to the 
government would almost certainly result in the rapid 
decline of capital and so in reducing the efficiency of 
production. 

Weakening production. — If socialism would weaken 
the motives for hard and efficient labor and the motives 
for saving and accumulating capital, the necessary result 
would be a decrease in production. The total product 
of industry would be less. Even though there might be 
a fairer rule of distribution, this is too high a price to 
pa^ for it. We learned in the last chapter that, though 
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there are individuals who possess vast wealth, the number 
of the wealthy is small compared with the whole popula- 
tion. If all the wealth in the world were equally divided, 
the individual gain to the poor would be very small 
indeed. A small decline in production would more than 
offset any possible gain that could come to the poor 
through a different scheme of distribution. What would 
be the gain from a fairer plan of distribution, if the 
amount to be divided were 60 reduced that everybody 
received less than before? The thing of first importance 
is that wealth be produced. If in seeking to improve 
distribution we weaken production we are merely 

j um ping from the frying pan into the fire.^'^ 

The Russian experiment. — The Bolshevist govern- 
ment of Russia, after the World War, undertook to 
abolish private business and to bring all industry under 
the government. Within three years the whole national 
system of production, farms, mines, factories, railroads, 
stores, etc., had broken down. The great nation of 
Russia, once wealthy and powerful, was brought to the 
verge of starvation. Millions of the people perished and 
a worse disaster was averted only through the generous 
gifts of food and other necessities from America and 
other capitalistic countries. In this situation, it was cold 
comfort to tell the Russian people that their new system 
had removed inequality. It had, indeed, made every- 
body equal, by bringing everybody down to the level of 
starvation. 

The matter of risk. — There is also the matter of risk. 
We have learned that aU enterprise is risky. To-day the 
private entrepreneur bears the risks. He tries experi- 
ments. If he succeeds, he is rewarded by extra profits, 
but the ultimate gain from the new discovery goes to 
the public, in lowered costs and increased product. If 
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the entrepreneur fails, he bears the loss. Thus the pub- 
lic has the advantages of invention, experiment, and 
progress, with the least possible risk. Under socialism 
the whole people would have to bear the risks of industry. 
They would derive no more beneht from progress than 
at present. In fact there would probably be less progress. 
But all the losses from mistakes of the public officials in 
charge of industry would fall upon the people. 

War industries of the United States government. — 
Illustrations are to be found in the war experience of the 
United States government. During the war the govern- 
ment went extensively into the shipping business. The 
enterprise was not profitable economically, and the 
government lost many millions of dollars. Under private 
industry such losses would have fallen upon the individual 
investors in the business. As it was, millions of dollars 
in taxes had to be collected from the American people 
to pay the losses of the United States Shipping Board. 
In like manner, the government lost heavily from the 
operation of the railroads during the war. These losses 
were borne by the taxpayers, instead of the stockholders 
of the railroads, as would have been the case under 
ordinary circumstances. 

Personal liberty. — Socialism would not only abolish 
the private ownership of capital. It would largely do 
away with personal liberty. To-day, as we learned 
in Chapter VI, each person chooses his own calling. The 
result is that, on the whole, people are engaged in the 
kinds of work for which they are best fitted. Under the 
socialistic rule, each person would be assigned to his 
particular work by the authority of the government. 
The present system is, of course, not perfect. But it is 
certain that it comes nearer to putting each person where 
he can be of most service and get the most enjoyment 
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from his work than could any system of compulsory 
government appointment. The socialist regime would 
reduce efficiency and increase people’s dissatisfaction 
with their jobs. 

The threat to freedom. — It is impossible to see how 
socialism could work without the complete sacrifice of 
personal liberty. Every individual would have to be 
ordered to his place of work. He would have to accept 
the reward handed out to him. Refusal to accept the 
orders of the government could not be tolerated. Only 
by the most absolute of military discipline could such a 
system be maintained. The love of liberty is one of the 
strongest of human sentiments. Through the whole 
history of the world, men have struggled and fought for 
their liberty. Slowly and painfully they have at last 
secured at least a moderate degree of freedom. Socialism 
proposes to take it away. The socialistic regime would 
at once come into conflict with man’s love of freedom. 
As men have fought to gain their freedom, so they would 
fight to keep it. Only by the ruthless exertion of brute 
force could socialism maintain itself. The example of 
Bolshevist Russia again teaches us a lesson. The Bol- 
shevist authorities maintained their position and enforced 
their system by means of an authority more despotic and 
ruthless than ever existed under the czars. Submission 
of the people was gained only by means of wholesale 
persecution, imprisonment, and slaughter of those who 
resisted. It is not a pleasant prospect that socialism 
offers to free men and women. 

Will socialism improve distribution? — We have so far 
considered the unfortunate effects of socialism upon pro- 
duction. On the side of distribution the socialistic pro- 
gram is not so attractive as it may at first appear. It is 
doubtful if an equaT distribution would promote justice 
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or human happiness. Human beings are not equal 
There is the greatest inequality in ability, energy, respon- 
sibility, and public spirit. It is hard to believe that the 
best distribution is one that ignores all these differences. 
The present arrangement, with all its imperfections, does, 
at least, distribute the rewards with some rough relation 
to individual efforts and deserts. It is doubtful if 
socialism has anything better to offer. 

Practical difficulties. — On the practical side, there is 
reason to believe that the socialistic plan of distribution 
would break down. An exactly equal distribution might 
possibly be made to work. But even the socialists gener- 
ally deny that this is their goal. As soon as it is 
attempted to distribute the product, by artificial rules, 
according to labor performed, or to the importance of 
individual services, or to needs, or according to any other 
scheme, the practical difficulties look insuperable. Mis- 
takes, injustice, favoritism, ^^graft,’’ and general discon- 
tent and revolt would seem to be the inevitable results. 

Conclusion. — In conclusion, socialism offers us a plan 
of distribution which, on the whole, does not appear likely 
to be any improvement over the present system. On the 
other hand, socialism threatens to weaken the foundations 
upon which the successful production of wealth must 
rest. The judgment of scientific economics is against it. 

Other proposals- ■ — Socialism proposes a complete over- 
throw of the present economic organization. There are 
other proposals for social reform which do not go so far, 
but would simply pick out and remedy certain alleged 
defects in the present system. We shall consider a few 
examples. 

Land nationalization. — There are those who believe 
that the private ownership of land is particularly bad. 
While not interfering with other forms of private 
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property, they would have the government own all the 
land. We have learned that land is originally a free gift 
of nature, that it differs from most other kinds of wealth 
in being limited in quantity and of perpetual life, and 
that it therefore gives to its owners a peculiar sort of 
income called economic rent.” For these reasons, there 
is some justification for the feeling that the land should 
belong to the people as a whole and that no private 
individual should derive a special income from its use. 

The case against nationalization. — It is thus possible 
to develop a strong argument in favor of government 
ownership of the land. The negative argument is a 
practical one. One of the clearest lessons of the world’s 
economic history is that the most efficient use of the land 
comes when it is in the hands of private owners. Govern- 
ments have proved to be very poor landowners. In the 
Middle Ages most of the land belonged to the government. 
As population increased and the need of larger product 
from the soil appeared, the government lands were 
gradually disposed of to private owners. To-day few 
governments hold much land, and those that do are the 
backward ones, such as India and Russia. 

Advantages of private ownership. — To obtain the fullest 
product from the land, there must be careful, pains- 
taking, intensive cultivation.- The individual owner will 
give his land this kind of cultivation. It belongs to him. 
All that he does to improve it by hard labor and “loving” 
care, all that he spends for draining and fertilizing, are 
for his own gain and for his family. He will work and 
spend to improve his land, and the crops will increase 
accordingly. The marvellous results of the care and 
labor of small landowners in increasing the fruitfulness of 
the land are to be seen all over the world. Exactly the 
opposite has come from government-owned lands. 
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Now the land is the final source of all the wealth that 
satisfies our wants and makes life possible and enjoyable. 
Anything that increases the product of the land is a 
benefit to mankind. Anything that would reduce the 
productivity of the land would be a world calamity. 
Therefore, in spite of some evils resulting from the private 
ownership of the land, we conclude that a change to 
government ownership would be a mistake. 

The single tax. — A change which is vigorously advo- 
cated by some people is known as the single tax. The 
final goal of the ^^single-taxers’’ is a tax of ioo% on the 
economic rent of the land. They would like to see the 
government take away from the landowners the entire 
economic rent. Since, as we have learned, the value of 
land depends on its economic rent, this would be equiv- 
alent to taking away the entire value of the land. The 
single tax is ultimately land nationalization. 

In their practical programs, the single-taxers do not 
always go to this extreme, but advocate any measure 
that is a step in the direction of their goal. They thus 
work for heavy taxes on land values (though not equal to 
the whole economic rent). They advocate discrimination 
in taxation between land and other kinds of wealth and 
property, seeking heavy taxes on land and lighter taxes 
or even exemption from taxation for other wealth and 
property. 

Injustice of the single tax. — In its extreme form, the 
single tax is open to the objections already raised against 
land nationalization. There is besides a special objection 
to the single tax program, which must appeal to any 
fair-minded person, even though he believed in govern- 
ment ownership of land. This is its injustice. Whatever 
anybody may now think about private ownership of 
land, this has been the rule up to the present, a rule 
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sanctioned by law and custom. The present owners of 
land have come into possession in good faith under the 
present rule. Many of them have paid for their land 
its full present value. To proceed now to take from them 
the whole or a part of the value of their land or to impose 
upon them discriminatory taxes would be an injustice. 
If there is to be land nationalization it can be accom- 
plished justly only by purchasing the land at its fair 
value from its present owners, Aiiy other procedure is 
like changing the rules of a game, while the game is in 
progress, to the disadvantage of one contestant. 

The ^‘unearned increment” tax. — This injustice is 
recognized by some of the more moderate single taxers 
and advocates of land nationalization. They would 
“let bygones be bygones,” and take by taxation only the 
future increase in land values or a part of it. There is 
nothing unjust about this. If carried to the extreme 
it would have the bad effects of land nationalization. 
But a moderate application of special taxation of the 
‘^unearned increment” of land values would probably 
have no serious effects on the development and use of 
the land. Such taxes have actually been in operation 
for many years in certain European states and cities. 

Abolition of inheritance. — Another reform which is 
advocated by some is the abolition of inheritance. We 
have learned that the right of bequest is part of the right 
of private property and that the inheritance of capital is 
one of the chief causes of the inequality in the distribution 
of wealth and income. If inheritance were abolished, 
each individual could accumulate all he was able and 
use it as he wished during his lifetime. But whatever 
wealth he deft at death would become the property of 
the government. Not being permitted to inherit wealth, 
all individuals would start life on more nearly equal 
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terms than now. If inequality still existed, as it un- 
doubtedly would, it would be much easier to justify it 
on the ground that all started with equal opportunity and 
that those who had succeeded in acquiring more wealth 
than others had done so through their own efforts. 

The case for inheritance. — We have here a strong 
argument for the abolition of hiheritance, based on con- 
siderations of justice and equal opportunity. The 
negative argument, as in the case of the question of land 
nationalization, is a practical one. It also rests upon the 
necessity of accumulating capital. One of the strongest 
motives leading men to save and accumulate capital is 
the desire to provide for their children after they have 
passed on. Take away • this right, and saving would 
almost certainly be diminished. The public would suffer 
from the decreased accumulation of capital. 

Taxation of inheritances. — It does not follow, however, 
that inheritance should be left entirely unrestricted. It 
is possible to find a middle ground, by which we can 
dimmish somewhat the evils of unrestricted inheritance 
while not seriously weakening the motive for saving 
capital. This is accomplished by means of heavy taxa- 
tion of inheritances. The government does not take all 
of the wealth, but it does take a part. We learned about 
inheritance taxes in Chapter XL. We see now that the 
inheritance tax is of importance, not only as a means of 
obtaining revenue, but as a device for promoting economic 
equality. Inheritance taxes may be much more severe 
than other taxes, without doing injustice or seriously 
diminishing the accumulation of capital. At the same 
time they furnish a means of reducing somewhat the 
present evils of inequality of economic opportunity. 

General conclusions. — There is not space in this book 
to study other proposals for overthrowing or modifying 
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the present economic system. From what we have 
learned of that system and how it works, together with 
our study of socialism, land nationalization, and inherit- 
ance, we may draw certain general conclusions. 

Mistakes of the socialists. — The economic system 
under which we live is not perfect. Probably no human 
institution can be perfect. The socialists and other advo- 
cates of social reform have pointed out defects in the 
present system, many of which will be recognized and 
admitted by any careful student of economics. Where 
the socialists and other radical” reformers make their 
first mistake is in exaggerating the defects and failing to 
appreciate the desirable features of the present system. 
They make a worse mistake in the character of the 
schemes which they propose as substitutes or modifica- 
tions. Their remedies often appear worse than the 
disease, and almost always their defects are such as to 
make them unworkable. 

Blunders of the ‘^reactionaries.” — In rejecting such 
proposals, however, we must be on our guard ag ainst the 
opposite sort of mistake. The attitude of the stubborn 
“reactionary,” who shuts his eyes to every defect in the 
existing order and will listen to no suggestion of change, 
is no less blind and foolish than that of the “radical.” 

Social evolution. — The careful student of economics 
wfll recognize that human institutions are never perfect 
and that our economic environment is not a fixed thing 
but is constantly changing. There have been important 
changes in the past, and there will undoubtedly be 
ehanges no less important in the future. It is to the 
interest of mankind that these changes should come about 
gradually in an orderly course of development, not 
through violent destruction and revolution. Neither the 
blind “conservative,” who resists all change, nor the 
F. Es. Econ. — 34 
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reckless radical/’ who would smash existing institutions 
and offer ill-considered substitutes, is on the right track. 
The law of social progress, as of biological development, 
is change through evolution, not revolution. 

EXERCISES 

1. What features of the present order of society do the socialists 
particularly condemn? What are the causes of these things? 

2. What is the difference between the communists and the 
collectivists? 

3. Under socialism how many kinds of income would there be? 
Why? 

4. State the arguments in favor of the institution of private 
property. 

5. Why are people less likely to work industriously and efficiently 
under socialism than imder private enterprise? 

6. What is the motive to-day inducing men to save capital? 
How would this motive be affected by socialism? By abolition of 
inheritance? 

7. What would be the injury to society if capital were not saved? 

8. State and explain the political weaknesses of socialism. 

9. Why would socialism destroy personal freedom? 

10. How would socialism change the distribution of income? 
Would this be an improvement? Explain. 

11. Would land nationalization do away with inequality? Give 
reason. What is the ^^single tax” ? 

12. State the argument for and against inheritance. Is a com- 
promise possible and advantageous? 

13. What mistakes are made by the “reactionaries”? 

14. What is the difference between evolution and revolution? 

References for further study. ^ — Taylor, F. M., Principles oj 
Economics (1921), pages 503-562. Taussig, F. W., Principles oj 
Economics, Third Revised Edition (1921), Vol. II, pages 464-501. 
Marshall, A., Principles of Economics, Seventh Edition (1916), pages 
689-722.. Seager, H. R., Introductmi to Economics {igos), pages 
510-532. Ely, R. T., Outlines oj Economics, Third Reffised Edition 
(1916), pages 627-640. Carver, T. N., Principles oj National Eco- 
nomy (1921), pages 679-768. Fetter, F. A., Modern Economic 
ProUems (1916), pages 470-490. 
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Acceptance, defined, 246 
Accidents, in industry, 485 
Accounting methods of government 
industry, 440 

Accounts, 34-41; property, 34-3S., gS- 
100; income, 38-41 
Ad mlorem tariff duty, 418 
Added industry argument for protec- 
tion, 426 

Agreement, form of combination, 177; 

declared illegal, 178 
Agriculture, subject to law of diminish- 
ing returns, 169; government aid to, 

38s 

Aladdin, 13 

American experience table, showing ex- 
pectation of life, 128, 129 
American Federation of Labor, 485 
Animals, as motive force, 59 
Arbitration of industrial disputes, 485 
Army, part in production, 70 
Artificial environment, 43 
Assaying and refining, charge for, 218 
Assessment, special, sQSr 39b 
Assessment of property for taxation, 
407; poor, 408, 409; of corporate 
property, 415 

Assets, example of, 34; defined, 35; 
relate to a particular time, $si 
assets, 37 

Automobiles, importance, 62; elastic 
supply, 149; licenses, 395 
Average prices, 288 

Balance, defined, 36-37 
Balance of trade, 308-312; balanced 
by gold pai’-ments, 309; fallacy of 
the superiority of exports, 31 1-3 12; 
favorable and unfavorable, 312^ 
Balance sheet, example of, 36-37; de- 
fined, 38, 39; of a corporation, 98- 
100, 103, no 


Bank notes, credit money, 209; defined, 
252; compared^ with^ deposits, 252- 
254; a form of money, 253; legal 
regulations of, 253; elasticity of, 
259; in the United States, 263-266, 
279-280 

Banking, 318-370, see Banks 
Banks, functions of, 232-236, 242, 252; 
the check system, 233-242; collec- 
tion between, 239; clearing house, 
240; out-of-town collections, 241; 
loans and discounts by, 242-247, 
249-251, 254-258; deposits in, 243- 
245, 249; reserve, 244, 254-258; 
defined, 248; organized, 248; bank- 
ing operations and accounts, 248- 
260; statements, 248-252; buying . 
securities, 251 255; note issue, 252; 
reserve ratio, 254-258; “'progressive” 
and “conservative” policies, 255; 
give elasticity to the currency, 259; 
savings banks, 260; in the United 
States, 262-270; national, 263-265, 
266; federal reserve, 265-270, see 
Federal reserve banks; part in 
foreign exchange, 242-350; in busi- 
ness cycle, 377; failures, 377; 
regulated by government, 385; taxes, 
416 

Bar charts, use of, 1 23-1 25 
Barn-raising, 75 
Barter, defined, 31 

Baseballs, example of marginal utility, 
115-116, 118-119 
Benefits of wealth, defined, 21 
Bills of exchange, defined, 341; offset 
each other, 344 
Bills of lading, defined, 341 
Bimetallism, 225-230 
Black list, 485 

Bland Allison Act of 1S78, 274 
Block charts, use of, 123-125 
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Board of equalization, 409 

Board of relief, .409 

Bolshevists, experiment in socialism, 
S 2 I, 523 

Bondholders, defined, 100 

Bonds, of a corporation, 99, 109; 

government bonds a safe investment, 
399 

Book value of capital, defined, 103; 
importance, 104 

Borrowers, reason for paying interest, 
449 

Borrowing, 190- 193, see Loans 

Bounties for protection, 432 

Boycotting, 485 

Budget, defined, 396; in the United 
States, 397 

Bullion, defined, 220; in U. S. Treas- 
ury, 273 

Business, organization, 93-97 »* cycle of 
“ups and downs,” 372-380; depres- 
sion, 372, 378; effect of rising prices, 
374; failures, 376-378; government 
provides facilities for, 384; regu- 
lated by government, 385; taxes, 
413, 414 

Business I cycle, 372-380; defined, 373; 
explanation of, 373-380; inevitable, 
379 

Business men, bear the risks of business, 
489; vary in skill, 491; often own 
capital, S03; see also Entrepreneurs 

Buying, law of, 119 

“Buying long,” defined, 364 

Capital (a factor in production), de- 
]^ed, 83; importance of, 84, 85; 
beginning of, 84; depends on saving, 
86; satisfies wants, 88; increases 
the productivity of industry, 90- 
92; income of, 447; income from 
production, 498; how acquired, 503- 
509; obtained from others, 508; 
inheritance of, 508; proposed public 
ownership of, 516 

Capital (of a corporation), defined, 
loi, 102; par value, 102; book 
value, 103; market value, 3:04-105, 
106; fixed, 321, 322 
Capital and labor, meaning of, 94 
Capital stock, de^ed, 98, 101, 102 


Capitalistic class, defined, 94 
Capitalistic production, 83-92; a 
roundabout process, 86-87; risks of, 
356 

Capitalists, defined, 94; share in dis- 
tribution, 495, 498-501 
Capitalizing income, 199 
Caruso, personal monopoly, 180 
Cent, coin, 276 

Chance, in acquiring capital, 507-508 
Chaplin, Charlie, personal monopoly, 
180 

Charging what the traffic will bear, 329 
Charts, use of, 122-126 
Checks, defined, 233; how cashed, 233, 
249; payment by, 234-242; deposit 
of, 235; various forms of, 238; com- 
pared with bank notes, 253 
Chicago Board of Trade, 366 
Child labor, 484, 485 
China, labor in, 476; famine and 
pestilence in, 482 
Circular diagram, use of, 126 
Cities, public debt of, 400; license 
taxes, 413; industrial enterprises, 
438; government industry, 442; 
land rents, 497; see also Local 
government 

Civil War, effect on prices, 284; cost 
of, 390 

Civilization, depends on knowledge of 
nature, 65 
Clearing house, 2 
Closed shop, 485 

Cloth making, example of use of labor- 
saving machinery, 473-474 
Clothing, purpose of, 12 
Coal, importance, 63; substitutes for, 
63; inelastic supply, 149 
Coal mining, subject to law of diminish- 
ing returns, 169 

Coinage, defined, 216; gratuitous, 218; 

free, 218; charge for, 218 
Coinage ratio, defined, 22$ 

Coins, United States, 273, 274, 275, 276 
Collateral security, defined, 245 
CQllective bargaining, 485 
Collectivists, 515 

Combination, defined, 176; effect on 
competition, 176-177; kinds of, 177; 
in restraint of trade, illegal, 178 
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Commercial banks, 258, see Banks; in 
the United States, 262 
Commercial paper, defined, 246 
Communists, defined, 515 
Competition, defined, 165; results of, 

1 73-1 74; rule in modern business, 
174; effect of a combination on, 
176-177; abolished by monopoly, 
183; potential, 186; between rail- 
roads, 322-323} 325-327} 330-335; 
cutthroat, 323, 325-327} 330, 333} 
334; keeps profits down, 493 
Competitive production, 165-174 
Condemnation of private property, 320 
Conservative business men, 105; bank- 
ing policy, 255 

Consolidation, form of combination, 

177 } 

Constant costs, 170 
Consumption tax, 421 
Continental bills of credit, 222 
Contracts, enforced by government, 47 
Cooperation, in sharing business risks 
and profits, 490 

Cooperation in labor, defined, 75; law 
of, 80 

Copyright, a monopoly, 178, 181, 187 
Corners, in speculation, 369 
Corporations, defined, 96; charter, 96; 
property account and operations, 98- 
112; limited liability of, 107; divi- 
dends of, X08-111; advantages of, 
in; perpetual life, in; how com- 
bined, 177-178; banks, 248, see 
Banks; railroads, 319, see Railroads; 
insurance, 359; taxation of, 405, 
414-416 

Cost of living, 283 

Cost of production, items included, 165; 
determines price, 166; depends on 
amount produced, 167-171; increas- 
ing, constant, and decreasing costs, 
170-171; does not control price under 
monopoly, 183; causes of differences 
in, 297 

Costs, gross and net, 39 
Costs of wealth, defined, 21 
Cotton, crop of the United States, 124; 
production and consumption, 301- 
302; importance of transportation, 
31S 


Cotton exchange, 366, 369 
County taxes, 407 

Credit money, 208-209; not legal 
tender, 214; value of, 221 
Crisis, business, 373 
Crusoe, Robinson, 30 
Currency, defined, 258; elasticity of, 
259-260; changes in quantity and 
in value, 284-286 

Curves, use of, 126-131; descending, 
145; ascending, 146 
Custom, restrictive force of, 50 
Customs, 417-419, 422; double purpose 
of, 418 

Cutthroat competition, 323, 325-327, 
330} 334 

Dealing in futures, defined, 364 
Debts, defined, 36 

Decreasing costs, 170; of railroads, 
321; tendency to monopoly, 322- 

323 

Deed, defined, 25 
Defectives, care of, 384 
Defense, function of government, 381; 
cost of, 390 

Deficit, defined, 37; government, 397 
Definitions, importance of, 16 
Demand, importance of understanding 
law of, 114; individual, 133-136; 
distinguished from desire, 135; curve, 
135} 138, 145} iSU 154; total, 136- 
139; defined, 138; relates to a cer- 
tain time and place, 138; law of, 144; 
elasticity of, 146-149; demand and 
supply brought together, 151-153; 
effect of an increase in, 154-156; 
effect of a decrease in, 156; under 
monopoly conditions, 183-185 
Democracy, 381 

Demonetization of silver, 229, 230 
Dentists, paid by fees, 493 
Dependents and defectives, care of, 
384 

Deposits in banks, 232, 243-245, 249; 
defined, 244; elasticity of, 259; 
velocity of circulation, 284 
Depression, business, 372-373, 378 
Diagrams, use of, 122-126 
Diminishing returns, law of, 167-170 
Direct taxes, 419-420 
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Discount, business of, 242-247, 249- 
251, 254-258; defined, 243; rate of, 
256; central control of rates, 269 
Discounting future wealth, 198 
Discriniinatioii, in railroad rates, 330- 
332; in government industry, 440 
Disease, protection against, 382 
Disservices of wealth, defined, 21 
Distribution, 444-446; based on ex- 
change, 445-446; share of labor, 467, 
472; business man’s share in, 488; 
shares of landowners and capitalists, 
495; among individuals, 502-513; 
why imequal, 503; among families, 
508-5 10; among economic groups, 
510-513; law of, 5 1 2-5 13; proposi- 
tions for changing, 514-530 
Diversity of industry, caused by tariff , 
424 

Dividends, of a corporation, loS-iii; 
stock, 109; income from capital, com- 
pared with rent and interest, 498 
Division of labor, 75“S2; advantages 
of, 77; disadvantages of, 78; causes 
dependence on others, 80; territo- 
rial, 81; international, 81, 422; re- 
quires transportation and trade, 81, 
296 

Dollar, unit of value, 33; gold. 273; 

silver, 274-275; stabilized, 294 
Double liability of stockholders, 108 
Double taxation, 414 
Draft, defined, 246 
Duties, 41 7-419, 422 

Economic classes, 93-94 
Economic environment, 42-52 
Economic law, defined, 79-80; laws of 
Buying, 1 19 
Cooperation, So 
Demand, 144 

Diminishing returns, 167-170 
Distribution, 512-513 
Gresham’s law, 223 
Local prices, 303 
Marginal utilitjq 116 
Market price, 153, 161 
Population, 4S2 
Quantity of currency, 286 
Supply, 146 
Tariff, 423 


Economic rent, 457-465; defined, 457, 
459; why yielded, 460; distinguished 
from rent, 461-462; relation to land 
values, 463; relation to prices, 464- 
465; does not enter into price, 465; 
amount of, 495-497; basis of for- 
tunes, 497; relation to profits, 498- 
501 

Economics, defined, 14, 11-15, 20; 
importance of definitions, 17; in- 
cludes study of utility of free human 
beings, 19; second definition, 20; 
a social science, 51 

Education, purpose of, 13; function of 
government, 383; cost of, 391; com- 
pulsory, 393; support of, 393; re- 
quired for best grades of work, 480, 
481 

Eflficiency of labor, 71-73 
Elasticity of currency, 259-260; in 
the United States, 263-266 
Elasticity of demand, 146-148; effect 
on monopoly prices, 185 
Elasticity of supply, 148-150 
Electric light companies, 338 
Electricity, as a motive force, 62, 63-65 
Eminent domain, right of, 47, 320 
Employees, defined, 94; see Labor 
Employers, defined, 93; suffer from 
inefficient labor, 471, 472 
Entrepreneurs, defined, 94; share in 
distribution, 488; proposal to abolish, 
516; motives of, 518; see also Busi- 
ness men 

Environment, economic, 42, 49; nat- 
ural, 42-43, 49; social or artificial, 

43-51 

Erie Canal, borrowing for, 398 
Evolution of economic environment, 49 
Excess profits tax, 420 
Exchange, defined, 30; barter, 31; 
made by means of money, 31; im- 
portance of, 1 13; foreign, 340-351; 
par of, 347; rate of, 347-35 de- 
mand and supply of, 348; gold 
points; 350 

Exchanges, for speculative trading, 365- 
366; gold, 370 
Excises, 416, 419 
Exdusi\'e franchises, 182 
Expectation of life, 128, 129, 360 
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Exports, defined, 307; not superior to 
imports in international trade, 312; 
how paid for, 341-342, 345 ~ 34 d 
Express business, 338 
Extractive industries, defined, 170; 
subject to law of diminishing returns 
169-170, 171 

Factors of production, 56 
Factory laws, 484, 485 
Failures in business, 376-378; of banks, 
377 

Falling prices, 378 

Families, influence on children’s choice 
of work, 481; size of, 481 
Family fortunes, 509 
Famines, population reduced by, 4S2 
Favorable balance of trade, defined, 
312; argument for protection, 425 
Federal government, 48; see National 
government 

Federal reserve bank notes, 267, 280 
Federal reserve banks, 265-270; notes, 
266, 267, 280; depositories of 

member banks, 267; loans and dis- 
counts by, 268-270 
Federal reserve notes, 266, 280 
Fees, defined, 395; compared with 
taxes, 396 

Fees for personal service, defined, 493; 

compared with profits, 494 
Fiat money, 222, 224 
Finance, public, 389-443 
Fire insurance, 359 
Fixed capital, defined, 321, 322 
Fixed charges of railroads, 323 
Flat rate for postage, 436-437 
Flour, production and’ consumption, 
299-301 

Food, purpose of, 11 
Foreign exchange, 340-351 
Form utility, defined, 54 
Fortunes, family, 509 
Fortunes, how accumulated, 497, 504- 
505, 507, SoS-509 
Fractional money, 210 
France, government monopoly in, 180; 

bimetallism in, 230 
Franchises for public utilities, 182 
Free coinage, defined, 218; in the 
United States, 218, 225 
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Free persons, not wealth, 19; property 
right in, 23 

Free trade, versus protection, 422-432; 
leads to international division of 
labor, 422; defined, 424 
Freedom, personal, 44, see Personal 
freedom 
Fuel, 63 

Futures, dealings in, 364 

Gambling, 357; by speculation, 366 
Gas companies, 338 
Gasoline engine, importance, 62 
General price level, defined, 283; 
changes in, 283-294; effect of fluctua- 
tions, 292-294 

General property tax, 406-411; on 
corporations, 414-416 
Gifts, of capital, 508 
Gold, mined in the United States, 122; 
used for money, 204-207, 216, 224, 
225, 229, 273; the money standard 
of most nations, 206; increased pro- 
duction of, 285, 287; in international 
trade, 309-310, 3 12-3 14, 345-350 
Gold bullion, in U. S. Treasury, 273 
Gold certificates, 208, 276 
Gold coins, of the United States, 273 
Gold exchange, 370 

Gold points in foreign exchange, 350 
Gold shipments, in foreign exchange, 
345 - 347 » 349 » 350 
Good times, 372~373» 375 
Government, functions of, 46-48, 381- 
387; in the United States, 48, 381- 
39i> 397; borrowing, 192, 397-401; 
makes mone}'’, 206, 216, 217, 219; 
regulation of railroads, 335-337; 
cost of, 3S9; expenditures, 389-392; 
income, 392-396; industrial earn- 
ings, 392; services generally for 
common benefit, 393; compulsory 
pa3unent for, 394-395; budget, 396, 
397; accounts, 440; proposals of 
socialists, 5x6 

Government functions, economic char- 
acter of, 387 

Government industry, 3 86 , 434-443; 
for military reasons, 435 ; ar^mients 
for and against, 43S-443; relation 
to socialism, 5x9, 522 



INDEX 


536 

Government monopoly, 180 
Government ownership, see Govern- 
ment industry 

Government printing office, 435 
Government property, 25 
Graphical interpolation, 130 
Graphs, use of, 126-131 
Gratuitous coinage, 218 
Great Britain, public debt of, 400, 401; 
customs for revenue only, 418; 
tariff, 424, 425 

Greenbacks, 209, 277-279; legal tender, 
278; effect on prices, 284; effect on 
rate of exchange, 351 
Gresham’s law, 223 
Gross costs, defined, 39 
Gross income, defined, 39 

Harvests, influence on business pros- 
perity, 378 

High cost of living, 2S3, 285; caused 
by inefficient labor, 471 
Holding company, form of combina- 
tion, 177 
Hospitals, 384 
Houses, purpose of, 12 
Human beings, not wealth, 19 
Human wants, 11-12, see Wants 

■ Ice, example of demand, supply, and 
price, 138, 142, 151-161 
Imports, defined, 307; how paid for, 
343-344, 346-347; taxes on, 417- 

419, 423 

Income, defined, 21; net, 22, 39; 
measurement of, 28, 29, 33; gross, 
39; how capitalized, 199; relation 
to wealth, 199-200; chief kinds of, 
502; depends on ability and pos- 
sessions, 503 
Income account, 38-41 
Income tax, 405-406, 508, 509 
Increasing costs, 1 70-1 71 
Independent workers, defilned, 93; paid 
by fees, 493 

Index numbers, 2S8-292, 294; - how 
constructed, 289; defined, 290; of 
wholesale prices since 1890, 290-292 
India, famine and pestilence, 482 
Indians, money, 204 
Indirect tax, 419, 421 


Individual business man, defined, 95; 

unlimited liability of, 107 
Individual buying, law of, 119 
Individual demand, 133-136 
Individual incomes, depend on ability 
and possessions, 503 
Individual initiative and control of 
enterprise, 45 

Individual supply, 139-141 
Indorsed note, 246 

Indorsement of check, effect of, 234, 
237; forms of, 238 
Industrial w'arfare, 4S5 
Industrial Workers of the World, 485 
Industries, government, 386, 434-443 
Inequality of distribution, causes of, 
503, 514; protest against, 514 
Infant industry argument for protec- 
tion, 430 

Inflation, during the World War, 285 
Inheritance, of capital, 508; proposed 
abolition of, 527-528 
Inheritance tax, 412; for promoting 
economic equality, 528 
Insolvency, 106-108 
Insurance, illustration of, 359; fire, 
359; life, 360-361; other kinds of, 
360; regulated by government, 385 
Insurance companies, taxes, 416 
Interest, defined, 194, 195; rate of, 
IQS, 198, 374> 450-456; simple and 
compound, 196; mathematics of, 
196-197; rates slow to change with 
changing prices, 374; laws limiting 
rate of interest, 379; why demanded, 
447-449; why offered, 449; how the 
rate is determined, 450-456; a price 
paid for the loan of capital, 451; 
market rate of, 454; changes in the 
rate, 455; income from capital, 4S9- 
501; relation to profits, 498-501 ^ 
Intermediate goods, defined, 88; in- 
crease productivity, 90 
Internal revenue tax, 416, 419 
International division of labor, 81, 
422 

International payments, 340-345 
International trade, defined, 307; eco- 
nomics of, 307-314; purpose of, 313* 
effect of tariff, 423-424 
Interpolation, graphical, 130 
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Interstate Commerce Commission, .320, 

235, 336 

Intrinsic value, defined, 221 
I. W. W., 48s 

Joint costs, defined, 328-329 
Joseph, dealings in gram in Egypt, 305 
Judges, part in production, 71 
Justice and security, function of govern- 
ment, 382 

Labor, 67-73; defined, 68; physical 
and mental, 58; different kinds of, 
69-71; efficiency of, 71-73; coopera- 
tion in, 75-82; division of, 7S-82, 
effect of protective tariff, 427-429; 
share in distribution, 467, see Wages; 
price of, 467-469* 484* Wages; 
demand for, 468. 469; supply of; 
468, 476-484; different grades of, 
476; groups perpetuate themselves, 
481; unlike ordinary commodities, 
483-484; see also Laborers 
Labor cost of production, 428 
Labor laws, 484-485 
Labor unions, sometimes limit woric, 
470; monopoly position of, 471; 
pose and kinds of, 484-485 
Laborers, sometimes own capital, 502, 
506; suffer from inefficient labor, 
471, 472; bow affected by machines, 
4y3_476; non-competing groups of, 
477 ; difference in size of labor groups, 
480-481; bow affected by added 
workers, 479; laws affecting, 484—' 
485; unable to bear business risks, 
489-490; see also Labor 
Labor-saving devices, 473-476 
Laissez-faire theory, 484 . 

Land, pecubarities of, 457; 

458; the only kind of capital that 
yields economic rent, 459-461; values 
caused by economic rent, 463; rents 
in new and in old countries, 495-497 ; 
proposed government ownership, 516, 
524-526; single tax, 526-527 

Land nationalization, 524-526 

Land ownership, basis of aristocracy, 
496 ' ■ ■ ' . 

Landowners, share in distribution, 495- 

501 


Law, defined, 79-So; iee Economic law 
Law and order, maintenance of, 46, 382 
Lawyers, part in production, 71; paid 
by fees, 493 
Lease, defined, 23 
Legal monopoly, 180, 181, 187 
Legal tender, 2 12-2 14; in United States, 

273, 275, 276, 277, 278, 279* 280 
Leisure class, 509; proposal to abohsh, 

5^7 . . 

Lenders, 193; motives of, 447-449 
Liabilities, defined, 35 ; relate to a 
particular time, 36; net, 37; assets 
of other persons, 38 ^ ^ 

Liability, unlimited, limited, and 
double, 107-108 
License taxes, 413 
Life insurance, 360-361 
Life-saving service, 383 
Limited Hability of corporations, 107 
Limping standard, 275 
Liquors, excise on, 417 
Living, defined, ii, 13 
Loans, defined, 190; for consumption, 
191, 193; for investment, igi, i93; 
government, 192 ; economic results 
of, 193; perpetual, 197; forms of, 
245-246; supply of, 451* 452-454; 
demand for, 451-452, 454 
Local government, 48; functions, 382- 
386; cost of, 389-392; budget, 397; 
borrowing, 397“4oo; property tax, 
406 

Local prices, law of, 303 
Lockout, 485 , ... 

Locomotive engineers compared with 
section hands, 477 . 

Logging, subject to law of diminishing 
returns, 169 

Long and short contracts m speculation, 

365 , , 

Long and short haul, 331 
Luck, in acquiring capital, 507, 5o8 
Luxuries, elastic demand, 147-148; 
under monopoly control, 185, i8S, 
tax on, 421 

Machines, effect on wages, 473 
Mail matter, classes, 436, 437 
Make-work fallacy, 472, 478 
Making one’s living, defined, n, ^3 
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Malthusian law, 482 
Man, makes his living, ii; wants of, 
see Wants; necessity of work, 
13; slaves and free persons, 19, 23, 
44; relation to nature, 42-43, 65-67; 
free use and control of wealth, 45; 
relation to government, 46-48, 381; 
a social being, 49-51; factor in 
production, 55-56, see Labor; self- 
made men, 505 

Manufactured articles, elastic supply, 
149 

Marginal land, defined, 458 
Marginal productivity of labor, 468 
Marginal utility, 1 1 4-1 2 1 ; defined, 1 1 6 ; 

law of, 1 1 6; of money, 120 
Market, defined, 133; perfect, 152; 

speculative, 365-366 
Market price, how determined, 151- 
153; defined, 153; law of, 153, 161; 
changes in, 153-162 
Market ratio, defined, 226 
Market value of capital, 104-105; the 
real value, 106 
Material thing, defined, 17 
Materials of wealth, 57-58 
Measurement of wealth, etc., 27-33 
Mercantilism, 312 
Merger, form of combination, 177 
Middlemen, part in production, 305 
Military necessity argument for pro- 
tection, 431-432 
Minor coins, 276 

Mints, for coinage, etc,, 216, 217, 218 
Money, unit of, 33, 206; marginal 
utility of, 120; chief characteristics 
of, 202; defined, 203; origin of, 203; 
qualities of good money, 204-206; 
regulated by law, 206; four kinds of, 
207-2 II ; coinage and value of, 
216-230; fiat money, 222, 224; 

Gresham’s law, 223; sound money, 
223; in the United States, 207-214, 
272-2S1; ,ia circulation in the United 
States, 281; price of, 282; velocity 
of circulation, 284; and prices, 283- 
294; effect of fluctuations in value, 
292-294; proposed multiple stand- 
ard, 294 

Money exchange, defined, 31 
Money unit, 206 


Money value, unit of, 33 
Monometallism, defined, 224 
Monopolies, defined, 178; kinds of, 
179-183; prices charged by, 183- 
188; legal interference with, 186; 
judgment of, 187; tendency of rail- 
roads to, 322-323, 333-335; regu- 
lated by government, 385; profits 
tax on, 420; compared with govern- 
ment ownership, 441-442; profits 
of, 493 

Monopolies of organization, 182; rail- 
roads, 321-327 

Monopoly prices, 183-188; limitations 
upon, 185-187 

Motive forces furnished by nature, 
58-65 

Mortality table, 128-129 
Mortgage, defined, 23, 24 ' 

Multiple standard of money, 294 
Municipal industries, 438-442 
Mutual insurance company, 359 

National bank notes, 209, 263-265, 279 
National banks, 263-266; their notes 
inelastic, 263-265 

National government, 48; functions, 
382-385; cost of, 389-392; budget, 
397; borrowing, 397-400 ' 

Natural environment, 42-43, 49 
Natural monopoly, 179 
Nature, defined, 42; gifts to man, 42- 
43, 65-67; share in production, 56- 
66; harmful acts, 65 
Navy, part in production, 10 
Necessities of life, ii; inelastic demand, 
147-148; under monopoly control, 
185, 188 

Net assets, defined, 37 

Net costs, defined, 39 

Net income, defined, 22, 39 

“Net income,” in tax paying, 405 

Net liabilities, defined, 37 

Net loss, defined, 39 

Net property, defined, 37 

Net worth, defined, 37 

New York, public debt of, 400 

New York Stock Exchange, 365-366 

Niagara Falls, water powder, 65 

Nickel, coin, 276 

Nonreprodudble capital, 179 
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Notes, of a corporation, 99. ^09 
Notes, promissory, 245, 246 

Operating expenses of railroads, 324 
Ownership of wealth, defined, 18, 22, 23; . 
transfer of, 30 

Panama Canal, borrowing for, 398 
Panics, 265, 373 

Paper money, 207-210; controlled by 
government, 219; depreciation of, 
222, 223 

Par value of capital, defined, 102; 

importance, 104 
Parcel post, 436 

Partnership, defined, 9S; advantages, 
95-96; unlimited liability of, 107 
Patents, iSi, 187 

Personal freedom, 44; restrictions pn, 
46-47, so; threatened under social- 
ism, 522 

Personal monopoly, 180, 187 
Personal property, taxes on, 408-411 
.Personalty, taxes on, 408-411 
Pestilences, population reduced by, 4S2 
Physicians, paid by fees, 493 
Picketing, 485 
“Pie diagram,*' use of, 126 
Place utility, defined, 54 
Plant, defined, 322 
Police power, defined, 47 
Policemen, part in production, 70, n 
Politics, effect on government industry, 
439; relation to socialism, 5 W . 

Poll tax, 413 

Pool, form of combination, i77 
Poorhouses, 384 ^ r 

Population, law of, 482; effect of 
famine, pestilence, and war, 482 

Post office, 391 j 43S"“437; discrimina- 
tion between first and second class 

437 ■ ' , ■ 

Postal Savings Banks, 270 

Potential competition, 186 

Power companies, taxes, 4^^ 

Power plants, 63-65 
Present worth, 198 ^ j . 

Price, unit of, 29, 33 J defined, 32, 
distinguished from value, 32; im- 
portance of understanding law 01, 


114; market, 151-162, see Market 
price; law of, iS3» 161; monopoly, 
1S3-188; affected by changes in 
the value of money, 283-294; local 
differences in, 303; m speculative 
markets, 367, 369; effects of rising 
and falling prices, 374“376, 378 

Primary government functions, defined, 
386 ; performed for the common bene- 
fit, 393-394 . . 

Private property, 44-45? restrictions 
on, 47; taken for public purposes, 
519—320; proposal to abolish, S^S> 
S16 

Proceeds, defined, 243 

Production, 53-56; defined, 55; three 
factors of, 56; nature’s share in, 
56-66; capitalistic, 83-92, 3S6; cost 
of, 16s, see Cost of production; com- 
petitive, 165-174; aided by loans, 
193; involves risk, 354-356; aided 
by government, 387; proposed 
government control of, 516; decrease 
under socialism, 520-521 
Professional speculators, 365, 366 
Profits, part of the cost of production, 
166; quickly increased by rising 
prices, 37s; tax on, 420; defined, 
487; of various types of business 
organizations, 4S8; uncertainty of, 
488; the reward for taking risks, 
489, 490; depend on chance and 
ability, 491; average amount of, 
491, 492; choice between profits and 
salary, 492; kept down by com- 
petition, 493; monopoly, 493; rela- 
tion to rent and interest, 498-501; 
source of capital, 505 
Progressive taxation, 404 
Promissory note, 245, 246 . 

Property, defined, 23? 25, 26; m. free 
persons, 23; division of, 24; docu- 
ments in evidence of, 25; govern- 
ment, 25; measurement of, 28, 0,5? 
net, 37; private, 44'"45> 47> 3^9-320, 

5^5? Srb ^ r 

Property account, example 01, o4*’37» 
definition of, 38; of a corporation, 
98-100, 103, no 

Property rights, defined, 23, 24, 26; 
assets and liabilities, 35 
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Property tax, 406-411; poor assess- 
ment, 408, 409; proposed reform, 
410; on corporations, 414-416 
Proportional taxation, 403 
Prosperity, spread of, 375; checks to, 
376 

Protection by bounties, 432 
Protection of life and property, function 
of government, 382, 383 
Protective tariff, 418, 422-432; defined, 
423; effect of, 423, 431; arguments 
for and against, 425-432; effect of 
withdrawing, 429 

Public, suffers from inefficient labor, 
471; is mostly laborers, 472; suffers 
from strikes, 485 

Public debts, 397-401; magnitude of, 
400 

Public schools, 393, see Education 
Public service commissions, 320 
Public service corporations, 321, 338 
Public utilities; exclusive franchises 
for, 182; kinds of, 321, 338; pro- 
posed government ownership, 442 
Public works, borrowing for, 398 
Purchase, defined, 31 
Purchasing power, of the dollar, 282- 
287, 292-294; effect of fluctuations, 
292-294 

Quantity of currency, law of, 286 

Radical reformers, mistakes of, 529 
Railroads, use of eminent domain, 47, 
320; influence of steam engine, 61; 
in the United States, 319-337; de- 
pendent on government, 319; public 
dependence on, 320-321; cost of 
construction, 321; decreasing costs, 
321; monopolies of organization, 
321-327; tendency to monopoly, 322- 
3.23» 334“335; expenses, 323-'324; 
cutthroat competition, 323-327, 330, 
333» 334; rate war, 326-327; joint 
costs, 328-329; how rates are fixed, 

329- 332, 335-337; local and through 
business, 330; rate discrimination, 

330- 332; long and short haul, 331; 
history, 333-337; government regu- 
lation, 33 s; government operation, 
336-33 7 ; public opinion toward, 337 ; 


taxes, 41 5, 416; proposed govern- 
ment ownership, 442 
Rate of interest, 195; importance in 
business, 198; slow to change with 
changing prices, 374; how deter- 
mined, 450-456; market rate, 454; 
changes in, 455 

Ratio, coinage, 225; market, 226 
Reactionaries, blunders of, 529 
Real estate, defined, 99; taxes on, 406- 
411 

Real wages, defined, 472 
Recreation, part in production, 89 
Rediscount, 256, 267-269; defined, 268 
Regulation of private industry, func- 
tion of government, 385 
Rent, defined, 194; slow to change 
with changing prices, 374; economic, 
457, see Economic rent; of land, 
462; of buildings, 462; relation to 
profits, 498; income from capital, 
498-501 

Rentals, defined, 190; economic results 
of, 193 

Representative money, 207; not legal 
tender, 214;. value of, 221 
Reserve, of a bank, defined, 244; law- 
ful reserve, 267 

Reserve ratio, 254-258; control of, 
255-258 

Reserves, centralized, 267 
Rptrictions on individual freedom, 46 
Right of way, defined, 23, 24 
“Right of way,'’ of railroads, 319, 320 
Rising prices, 374-376 
Risk, defined, 354; of business, 354- 
356, 489; how reduced, 357, 363, 
367; of uncertain prices, 363; busi- 
ness risk paid for by profits, 489; 
element in acquiring capital, 507 
Roads provided by government, 385 
Roundabout process of production, 86- 
92 

Rules of the game, 49 

Russia, experiment in socialism, 521, 

523 

Sabotage, 485 
Sailing ships, 59, 61 
Salaries, 467, see Wages ; slow to 

change with changing prices, 374 
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Sale, defined, 31 
Salt, excise, 421 

Saving, required for accumulating capi- 
tal, 86; reasons for, 448; method of 
acquiring capital, 504-506 
Savings banlrs, 260; in the United 
States, 270 

Scarcity, a condition of value, 117 
Schedules, use of, 122-129 
Science, defined, 14 
Scientific law, defined, 80 
Section hands compared with loco- 
motive engineers, 477 
Secured note, 245 
Self-made men, 505 
“Selling short,” defined, 364 
Services of wealth, defined, 21 
Shareholders, 96, 98, see Stockholders 
Shelter, purpose of, 12 
Sherman Act of 1890, 274, 279 
Shifting of taxes, 419 
Shinplasters, 210 
Ship subsidies, 432 
Shipping, government aid to, .384 
Shipping Board, United States, 522 
Ships, methods of propelling, 59, 61 
Shoes, example of materials furnished 
^ by nature, 58; example of roundabout 
process of capitalistic production, 87 
Short scales, 364 

Silver, used as money, 204-206, 224- 
. 230, 276; standard, 225; fall in 
price, 229, 274 
Silver certificates, 276 
Silver coins, of the United States, 274, 
27s , ’ . . 

Silver 'dollars, 274-273; “limping 
standard,” 275 
Single tax, 526-527 
Slaves, are wealth, 19 
Smuggling, 41S 

Social character of wealth, 50-51 . 

Social environment, 43-51 
Social evolution, 529 
Social life,' 50-5 1 
Social pyramid, 513 
Socialism, 5155 scientific test of, 517- 
524; distribution under, 516, 523- 
524; threat to personal liberty, 522- 
■,523 

Socialists, 5 1 5, 5 1 6 ; mistakes of, 5 29 


Society, defined, 50 
Sound money, 223 

Special assessment, defined, 395; com- 
pared with taxes, 396 
Specie payment, suspension of, 223 
Specific tariff duty, 418 
Speculation, 363-371; defined, 364; 
dealings in futures, 364; judgment 
of, 367; diminishes risk, 367; equal- 
izes prices, 367; creates time utili- 
ties, 368; evils of, 369; “comers,” 
369 

Speculative markets, 365-366; useful- 
ness of, 368; alleged control of 
prices by speculators, 369 
Spendthrifts, 505 
Spinnmg, 473, 474, 475 
Stabilized dollar, 294 
Stamp taxes, 417 
Standard gold, defined, 216, 225 
Standard money, 207; legal tender, 
213; value of, 219-221; gold and 
silver, 224-230; effects of fluctua- 
tions in, 292-294; proposed multiple 
standard, 294 

Standard Oil Company, prosecuted in 
courts, 178 

Standard silver, defined, 225 
State banks, 262; members of federal 
reserve banks, 266 

State government, 48; functions of, 
382-385; cost of, 389-392; budget, 
397; borrowing, 397-400; taxes, 406, 
408,412-416; government industries, 
438 

State taxes, 406, 408, 412-416 
Statement of a corporation, 98-100, 103, 
no; of a bank, 248-252 
Steam, as motive force, 60-61 
Steam engine, importance of, 60-61; 

requires fuel, 63 
Steamships, 61 

Stock, of a corporation, defined, 99, 
102 

Stock dividend, 109 
Stock exchange, 365-366 
Stock watering, los 
Stockholders, defined, 99; liability of, 
107, loS; dividends for, 108-1 ii 
Street railways. 338; proposed govern- 
ment ownership, 442 


INDEX 


S42 

Strikes, ’ 485 
Subsidiary coins, 275 
Subsidies for shipping, 432 
Supply, importance of understanding 
law of, 1 14; individual, 139-141; 
curve, 140, 142, 146, 151, 172; 
total, 141-142; defined, 142;. re- 
lates to a particular time and place, 
142; and quantity on hand, 142; 
law of, 146; elasticity of, 148-150; 
and demand brought together, 151- 
153; changes in, 157-161; effect of 
a decrease in, 157-160; effect of an 
increase in, 1 60-1 61; determined by 
cost of production, 165-174 
Surplus, defi.ned, loo-ioi 

Taking work from those who need it, 

478 

Tariff, duties, 417-419, 422; protec- 
tive, 418, 422-432; law of, 423; for 
revenue, 424 
Tax assessors, 407, 409 
Tax rates, 407; high, 410 
Taxation, 402-421; general prindples, 
402-404; of inheritances, 528; see 
Taxes 

Taxes, defined, 395; how distributed, 
402-404; proportional, 403; pro- 
gressive, 404; various kinds of, 404; 
income, 405-406; property, 406- 
41 1 ; rates, 407, 410; inheritance, 
412, 528; poll, 413; license, 413; 
on corporations, 405, 414-416; 

excises, 416, 419; customs, 417-419; 
direct, 419-420; inject, 419, 421; 
profits, 420 ; consumption, 421 
Telegraph business, ,338; government 
industry in Europe, 435; proposed 
government ownership, 442 
Telephone business, 33S; government 
industry in Europe, 435; proposed 
government ownership, 442 
Telephone companies, taxes on, 415, 
416 

Tenant, property right of, 23 
Time utility, defi^ned, 54 
Tobacco, used as money in colonies, 
204, 205; tax on, iji6, 419, 421 
“Tobacco Trust” prosecuted in courts, 
178 


Token money, 209-21 1; limited legal 
tender, 214; value of, 221; in the 
United States, 276 
Ton-mile, defined, 325 
Town taxes, 407 

Trade, volume of, 284, 286, 287; eco- 
nomics of, 296-306; between different 
regions, 296-29S; gain from, 298; 
magnitude of, 299-302; controlled 
by price, 302; controlled by cost of 
transportation, 303-304; part in 
production, 305; international, 307- 
314, 423, 424, International trade; 
balance of, 30S-312 
Trade unions, 485 
Transfer, defined, 30 
Transportation, influence of steam 
engine, 61; cost affects trade, 303- 
305; part in production, 305; im- 
portance of, 316-319, see Railroads; 
reduces costs of production, 318 
Treasury notes of 1890, 279 
Trust, form of combination, 177; 

declared illegal, 178 
Trust companies, 259, 262; members 
of federal reserve banks, 266 

Undivided profits of a corporation, 
defined, loo-ioi 
Unearned increment tax, 527 
Unions, see Labor unions 
Unit of measure, defined, 27 
Unit of money value, 33 
Unit of price, importance of, 29; 
defined, 33 

Unit of value, importance of, 29; 
defined, 33 

United States, government, 48, 381- 
391, 397; estimated wealth, 85; 
money, 207-214, 272-281; bimet- 
allism in, 22,5, 228; banking system, 
262-270; monetary system, 272-281; 
trade in flour and cotton, 299-302; 
railroads, 3^:9-337; public debt of, 
400; taxes, 405, 406, 412, 416-419, 
508, 509 

United States notes, 277-279; legal 
tender, 2 78 

United States post office, 436-437, 440 
United States Steel Corporation, a 
consolidation, 178 
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Unlimited liability, of individual and 
partnership, 107 

Usefulness, defined, 17, 22, see Utility 

Utility, defined, 17, 22; distinguished 
from wealth, 18; three kinds (form, 

, place, time), 54; measurement of, 
us; marginal, 116, see marginal 
utility; distinguished from value, 

Value, unit of, 29, 33; defined, 31; 
distinguished from price, 32; dis- 
tinguished from utility, 116-118 

Value of money, how measured, 282; 
affects all prices, 2S3; changes in, 
2 83-2 87, 292-294; effect of fluctua 
tions, 292-294 

Velocity of circulation of money and 
deposits, 284 

Volume of trade, defined, 284; changes 
in, 286, 287 

Wages, defined, 94; slow to change 
with changing prices, 374; and labor 
cost, 427-429; problem of, 467; main 
account, 467-4S3; the price of labor, 
467; how determined, 467-470, 473 “ 
483, 484; causes of high and low, 
470; real, 472; effect of machines 
on, 473; vary with ability, 477; 
depend on supply of labor in each 
group, 47S; compared with profits, 
4S8; effect of World War, 506 

Wages argument for protection, 427- 
429 

Wampum, Indian money, 204 

Wants of man, 11-12; unlimited, 12; 
subject of economics, 14; ^ow 
satisfied, 55; two ways of satisfying, 
87-90 

War, boiTomng for, 397; effect^ on 
wages, 476; effect on population, 
483; see Defense, and World War 


Warehouse receipt, 364 
Water, sometimes an article of value, 
118 

Water companies, 338 
Water power, 60, 63 
Waterworks, government borrowing for, 
39S 

Wealth, defined, 17, 16-20; is useful, 
17; is material, iS; is owned, 18, 
22; benefits Or services of, 21; dis- 
services or costs of, 21; net income 
of, 22; property rights to, 23, 24, 26; 
measurement of 27-29, 33; accounts 
of, 34-48; private property the rule, 
44-45; free use of, 45; social char- 
acter of, 50-51; production of, 53, 
see Production; used in capital, 83, 
8S-91; of the United States, esti- 
mated, 85; aids in the production 
of more wealth, 89; relation to in- 
come, 199-200; how increased, 313, 
314; distribution of, 444-446, see 
Distribution; inheritance of, 508- 
510; law of distribution of wealth, 
512-513 

Weighted average, 288 
Wind, as motive force, 59 
Windmills, 60 
Women, labor by, 484, 485 
Work, necessity of, 13; purpose of, 
479; motive for, 5i7~5^9 
Workers, classes of, 93 
Workmen’s compensation acts, 485 
World War, effect on money, 223, 
224; effect on value of silver, 274; 
effect on prices, 285, 2S7, 292; effect 
on railroads, 336; effect on foreign 
exchange, 343, 351; cost of, 390; 
taxes, 412, 417, 420; effect on post- 
age, 434; effect on population, 483; 
effect on wages, 506 



